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Broadband Update: Raising Our Long-Tenn Cable Modem Forecast

Summary and Investment Conclusion
We are maintaining our 4.5 million 2002 cable modem ad
ditions for the U.S. cable sector, but increasing our long~
term forecast beginning with 2003. In 1002, we saw three
separate events impact the future of the cable modem roll
out in the U.S. These events all suppon our decision to
increase OUT long-tenn forecast.

• On February 28, @Home shut off its network service
and closed its doors, bringing the first major phase in
the deployment of residential broadband to an end. Life
after @Home will provide the MSOs with bener eco
nomics and more flexibility to provision tiered speeds
and multiple JSPs. We anticipate a surge in weekly in
stallations in 2002-4002 when compared to the prior
year periods. The same acceleration will be evident in
seasonally adjusted run-rates.

• Comcast and AT&T Broadband signed very different
multiple ISP (Internet service provider) agreements
with United Online and EanhLink, respectively, the
first of what we believe will be many more multiple
ISP agreements among the MSOs.

• The FCC ruled that cable mndem service is an "infor
mation service" regulated by the FCC under Title J, and
not by the local franchise authorities. By not classifY
ing the service as a Title ]I service. cable companies
will not face "common carrier" regulation.

Our more aggressive modem forecast is
somewhat driven by Telecom analyst
Simon Flannery's belief that RBOCs are
more focused on profitability and ROI
than on an aggressive DSL deployment.

Internet Access in 2002 end Beyond
We are reiterating our previous estimate of 4.5 million
cable modem additions in 2002 in the US. This compares
to 3.4 million additions in 2001 and 2.4 million in 2000.

We believe the 4.5 million additions forecasted for 2002
will be back-end loaded in 2002. This is primarily a result
of two factors. First, the former @Home affiliates spent
much of 1Q02 transit jaDing customers onto their own net
works. Second, Adelphia and Chaner are still opening up
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significant new footprint for data in 2002 that will increase

~ir addressable subscribers during the year.

We are raising our IORg-term modem forecast. Our new
forecast for 2006 cable modem subseribers is 34-35 million
versus our previous estimate of29 million. We believe ad
ditions will accelerate approximately 5-10% per year from
2002 through 2006.

. - - --
We expect there'will be 45 million resi-
dential broadband subscribers by 2006,
versus n.million at the end of2001.

We view the three events mentioned above as positive data
points supporting an accelerating deployment of cable mo
dems. Looking forward, these data points translate to trends
that we expect to be evident through the next five years.

• First, the demand for residential broadband access con
tinues to be strong despite flat to rising prices. We be
lieve that the MSOs affected by the @Home transition
have re-established their installation rates in March.
For the MSOs that did not use @Home, 1002 additions
are ahead ofthe J001 pace.

• Second, several operators have signed multiple ISP
agreements. In effect the ISPs earn a royalty by up
grading existing dial-up subseribers. For the cable op
erators, the difference between wholesale and retail
RPU is less than the average marketing cost per sub
scriber over the weighted average life. We expect 8
10% ofthe 2003 installed base of cable modem sub
scribers to subscribe via a wholesale package.

• Third, the RBOCs have generally shifted to a more
controlled subscriber growth model, highlighting in
stead regulatory issues and capital spending contain
ment programs. Morgan Stanley Telecommunications
analyst Simon Flannery is increasingly cautious re
garding the RBOC plans for residential DSL deploy
ment given the RBOCs current focus is profitability
and ROle.

We believe thst approximately half the 90 million Inter.
net subscriptions forecast for 2006 will have broadband
aceess. Ofthe 45 million residential broadband subscribers
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expected in 2006. we believe cable will take over 75% of
the market. Our aggressive market share forecast for the
cable industry is somewhat driven by Simon Flannery's
belief that annual residential DSL additions will peak in
2002 at 1.7 million. He notes that this trend is ultimately
dependent upon how aggressively the RBGes are wilJing to
push the product.

Extibit 34

How'd They Do?

IPege39

ploying xDSL ifthe regulatory environment around whole
sale access were revised. Under Curretll regulations, the
RBOCs are mandated to offer wholesale access to third
party ISPs. While they are able to negotiate pricing levels
on these agreements, 271 approval (approval to offer long
distance service to customers in that state) is somewhat de
peadent (among other requirements) on state PUC approval
ofpricing plans and line conversion pOlicies on wholesale
.oSL.
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However, Simon Flanery ... not lletleve that a change
in regulation would ialmedl8teJy l~:to more aggressive
xDSL deploy_nts.He d__ be..... the economics of

deploying resiiential ~SL'.' iallriinProve as a result
of a TeJlI1atorYJlhang\l;'1.ln a.on, ~1~leaccess gen
erates a three;iftonth Pii>ba<k fIir lite ItBOCs Without any"'"< ,,1. ... - . . .

•sta~p'"i"'~la_.F1a~ believes that the
.~ .. fjCli!"'~~~"",~ Cand generating
tnIe CII1lh..ow.....1e.Jhiil to4cwf thlir~L deployments.
The ILECs' inveSiots are focused on EPS, which is nega
tively impacted by start-up costs and line upgrade capital
associat,ed with xDSL deployments.

An additional coil for the RBOC. related to xDSL de
ployment i.the cannibalization of second phone line
service. Despite the lower ARPU on _ond lines versus
xDSL ($15·20 versus $45), we estimate thal second line
service is better than a 75% margin and does not generate
start-up costs. This is particularly tbe case when second
line service is layered with high-margin vertical services.

By 2006, we expect total residential online users in the
U.S. to reach 73-74 million equal to 63-64"1. penetration
of U.S. households. This figure adjusts for subscribers who
take both broadband and a dial-up service. Our estimate of
45 million residential broadband subscribers implies tha1
approximately 40% of total U.S. households take broadband
access by 2006, We believe the dial-up market is maturing,
and after 2002, we expect the total dial-up subscriber base
to start to decline approximately 3-5% per year.

Breaking Down Broadband
Regulatory and business issues will impact future de
ployments to 8 greater extent than technology. Technol
ogy has been the key determinant in the cable versus xDSL
battle to date. It is unlikely that this competitive advantage
will erode in the next two years.

Morgan Stanley wireline analyst Simon Flannery believes
the RBOCs indicate they would be more aggressive de-
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Flannery believes that a more aggressive xDSL deployment
by the Bells will only occur when cable telephony competi
tion becomes more ofa reality and the RBOCs feel the need
to incur losses to protect their installed base.

The higher incremental subscriber acquisition costs on
xDSL drove the RBOCs to raise prices in mid-2oo1 on the
product. The cable operators soon followed suit.

• Our assumption is that cable modem and xDSL
ARPU remains strong at 538-45 per month. We ex
pect ARPU to decline modestly beginning in 2004 as
wholesale access becomes a meaningful piece ofthe
cable modem business. The xDSL pricing assumes de
clining access prices offset by incremental value-added
services.

• Increased ..bletelephony penetration could lead to
more aggressive xDSL deployment•• We do not be-
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lieve. however, that the RBOCs will more aggressively
market or discount xDSL until the economics improve
or they feel the need to defend their installed base of
local lines.

We project 45 million residential broadband subscribers in
2005, versus 11 million at the end of2001. Ofthis 2005
total of45 million, we expect cable to serve 35 million. with
xDSL serving the remaining 10 million. This continued
share lead by cable is due to a combination offaetors.
These include the lead that cable has built to date; the low
chum on high-speed data, leading to more difficult xDSL
conversions from cable; and the RBOCs' continued focus
on its commercial customers. the regulatory environment.
and long-distance entry.

@Home Ends and Self-Reliance Begins
AT&T, Cox, and Comeast,@Home'slargestaffiliates,
were the companies most affected by the accelerated transi
tion off the @Homenetworkin 1002. To a lesser extent,
Adelphia and Chaner were also affected in 1002.

There were two separate transitions that occurred. First,
operators provisioned connectivity to their data subscribers
using their own lP provisioning system, primarily their own
owned fiber. Second, cable operators poned e-mail ad
dresses. and replaced subscribers old @Home.net email
addresses with their own proprietary model.

The US cable operators that performed this hasty traDsi·
tion met with varying levels of su~cess. However, we do
not believe that the RBOCs were nimble enough in their
marketing - and, more imponantly, in their provisioning
capability - to take advantage of service interruptions
during the cable transition.

Leveraging Core Competency Through a
Multiple ISP Strategy
By 2003 we expect 15% ofthe total US cable modem
subscriber base to come via wholesale arrangements.
These arrangements between the MSOs and unaffiliated
ISPs. we believe, will allow the cable industry to accelerate
its unit growth while improving the overall economics. For
most MSOs the discount on the wholesale ARPU is smaller
than the reduction of marketing and customer service costs.

Higher EB1TDA per subscriber under wholesale agreements
is somewhat offset by the fact that the customer relationship
is with a third pany and potential future revenues would
likely go to the ISP rather than the MSO. The current
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agreemems by Comeast, AT&T Broadband, and Chaner
however, bave allowed the MSO to retain the billing rela
tionship.

Multiple ISPs mitigate, somewhat, the
zer:O-suiILgame tharInternet access rep
resents forAOL .and the MSOs by al
loWing both'sides to henefitfrom their

. '- .'" . ~. ':,~...., .~'::-' . "- - .... -

. t'e$peeti~e~oompetencies.
. -', ...,

Durina 1002; Ciimcast BtId AT&T Broadband announced
multiple lSP agreements and commercial launches with
United Online and EarthLink, respectively. These deploy
ments add to the existing agreemems at AOL Time Warner
(set in motion through the merger agreement) and Chaner's
pannership with Microsoft's MSN. All tbese agreements
differ, with the exception that all have been structured with
terms quite favorable to the cable operator.

Generally speaking, the terms of eaeh agreement hinge
on the capabilities orthe ISP. For example, EarthLink
owns regional data centers ·and other content and connec
tivity assets. In contrast, United Online owns very linle
network assets and outsourccs much of its own customer
service.

We believe the Comcast agreement with United Online is in
essence a turnkey wholesale agreement. United Online will
market the service to the subset of its existing 1.5 million
dial-up subscribers that reside within Comeast's footprint.
1fthese subscribers upgrade to a United broadband service
via Comcast's cable modem, Comcast performs the instal
lation, bills the customer. operates the customer service. and
mana~es the entire network flow oftraffic. The subscriber
retams its United email address, and the home page IS a
United home page. Under this arrangement, United's only
acquisition cost is the marketing expense. which we expect
to be insignificant on its existing dial-up base.

We expect that Comcast receives revenue of more than 535
per month per subscriber on these United broadbBtld sub
scribers, with United taking the difference between the
gross revenue and its payment to Comcast. The laner also
saves the typical $150 in marketing costs it incurs on its
new broadband subscribers.

---- ._---------------------------
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All the signed multiple lSP agteements
differ, with the exception being that the
terms are quite favorable for the cable
operators.

The new agreement between AT&T Broadband and Eartb
Link. while limited to only two markets thus far, also pres
ents the cable operator with compelHng economics. Rather
than a turnkey model, AT&T Broadband is really only car
rying the traffic from the borne to Ea"hLink's regional dota
centers. In addition, AT&T Broadband performs the in
stallation work and some tier 2 customer service. 'However,
all the tier 1 service .nd m.rketing costs .... incutTed by
EarthLink. AT&T Broadband retains the billing relation
ship.

Note tbat AOL may not require bundled broadband sub
scribers to realize the upside in value from broadband. Tbe
EBIIDA contribution from .n AOL dial-up .nd • bundled
broadband subscriber, onjust the access piece of the reve
nue stream, iseSsentially the-.me. The incremental value
is in the higher advertising and e-commerce revenues that
come from broadband. AOL may be able to realize some of
this value in a wming your own access" model, which does
not require any bundled broadb.nd agreements witb other
MSOs.

Regulatory CI8rity, for Now•••
On M.rcb 14, 2002, the FCC issued a Decl.ratory Ruling
(DR) and Notice of Proposed Rulemaking (NPR) estab
Iisbing tbe e1HSifioealitlftof~_modem terVi_.. an "in
formation service." This has tbe following ramifications on
tbe cable and broadband industries:

In general, tb... aapect. oftbe ruling represent an
overwhelming victory for tbe US eable indastry. The
uncertainty created by various LFAs' views on broadband
bas been removed, and the FCC bas stated tbat common
carrier status will not exist for the cable operators even if

MSOs are offering ISPs pure telecommunications services.
This is a proactive statement. assuming that the relationship
between operators.nd ISPs evolves into more
comprehensive service agreements.

Again, AT&T Broadband benefits by eliminating Ita
marketing costs. E."hLink, who is responsible for mar
keting under this agreement, will incur very little marketing
expense. This is due to the fact th.t Ea"hLink is prim.rily
marketing to the portion'ofits existing 4.2 million dial-up
subscribers th.t are in AT&T Bro.dband's systems. By
maint.ining a billing rel.tionship with tbe subacriber,
AT&T Broadband does not pay tbe strategic costs .ssoci
ated witb any of its own broadband subacribers tbat cbum to
Ea"hLink.

Impact of Revised Forecast on AOL
By 2006, we expecttbat AOL will bave 8.0-8.5 million
broadband subscribers .nd 25 million dial-up subscribers.
Oftbe 8.0-8.5 million broadb.nd subscribers, we expeel
5.5-6.0 million to be vi. cable modem aeeess and the re
mainder from xOSL. This implies tbot AOL will serve 24%
of the residential xOSL m.rket by 2006 .nd 11% oftbe
cable modem subscriber base.

AOL's lack of traction witb the cable operators reg.rding
carriage agreements continues to be a risk to our growth
expectations for AOL. Even if agreements were .nnounced
tod.y with other MSOs, m.jor deployments would not be
gin until 2003. OUT revised cable modem forecast indicates
th.t c.ble will be a I.rger pl.yer in residential broadband
than we bad previously eXpeeled. As. result, AOL's ex

isting .greements with severallLECs will be less valuable
in moving AOL into broadband. We continue to believe
tbatthe U.S. MSOs will benefit from AOL .greements witb
botb strong economics (higher ROIC) .nd increased unit
growtb.
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Cable~em service falls under the FCC's regul.tory
jurisdiction, not the local francbise .utborities (LFAs).

As an -]nfonnation service," cable modem service falls
under Title loftbe Communic.tions Act. This is con
sistent witb tbe FCC's recent proposal to cl.ssify Inter
net service provided by the ILECs .s .n "inform.tion
service" as well.

Again, as an "information service," cable operators will
not be subject to common carrier regul.tion, wbich
would bave been the case if tb. service bad been classi
fied a "telecommunic.tions service" regulated under
Title II.

By stripping the service from the LFAs' regulatory
jurisdiction, the FCC also noted that francbise fees
should no 'on~erbe cbar~ed .nd collected by tbe cable
operators .nd passed tbrough to the LFAs. Tbis bas
typically been approximately 5% of gross modem reve
nue.
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In addition. the DR stated that LFAs should not be forcing
cable operato.. 10 collect franchise fees on cable modem
service. It did not specify when the MSOs should eliminate
this charge from their bills, and the LFAs will likely appeal
the decision. There is also no clarity on what win be done
with the fees already collected. The majority of MSOs
book franchise fees net, so there is no impact on reported
revenue and EBITDA. For companies that report franchise
fees gross. there will be a reduction in revenue. no reduction
in EBITDA. and an increase in EBITDA margin.

Now that the FCC has defined cable modem service, it will
hegin to evaluate how, ifat all, it should he regulated. In
essence, the FCC brought cable modem service into its own
regulatory umbrella, but left the regulatory framework open
for discussion and development.

Riak of Regulatory Partty with the ILEes
A potential concern for the cable operators is the specific
point made by the FCC that it would explore the idea of
creating a more consistent analytical framework and "'regu-
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latory parity" across multiple broadband platforms. The
RBOCs, in particular, have been applying pressure in this
area.

The RBOCs believe that either the cable operato.. should
he required to unbUndle their network elements for com·
petitive service providetll, or the RBOCs should no longer
he required to do so. In late March, Commissioner Aber
nathy, in a separate statement, pointed out that the RBOCs
and the cable operators are "competing in a converged
broadband marketplace," and therefore should face a more
consistent regiilalOry I'raiiiework regariling access require:
ments.

Given FCC Chairman Powell's positioning on broadband,
we would expect that ifthe FCC mo_ toward regulatory
parity, would ease regulatory requirements on the RBOCs
rather than place regulatory requirements on the cable op
erators. It is likely that both the cable operato.. and the
CLEC industry will together lobby to maintain the status
quo on RBOC regulation..

---_._---------------------------
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Exhibit 35
US Cable Modem Forecaat, Quarterly

an Thousands)
Actual Results, NOI AdjullOll for Pendil!! Acquisitions

1001 2001 3001 4001 1002£ 2002£ 3002£ 4002£
Adetphia 3.581 4,173 4.660 5,247 6,016 6.784 7,553 8.322
AT&T 15,466 14,047 14.482 14,937 15.469 16,002 16,534 17,066
Cablevision 2,303 2.558 2.762 2,975 3,238 3,501 3,765 4,028
Clwner Conununications 5,689 6,191 6,480 7,561 8,181 8,801 9.421 10,041
Cornea. 7.913 7,956 9,624 10.400 10,676 10.953 11,229 11.506
Cox Communications 7,756 8,385 8.739 9,057 9,301 9.545 9,789 10,033
Insight Conununications 1,568 1,607 1.673 1.709 1.806 1.903 2,000 2,097
AOL Time Warner 14,321 16.177 15.985 15,792 16,297 16,801 17,306 17,810

01"" 4,000 4,500 5,000 7,500 7,500 7.500 7.500 7.500
US HSCDS Homes P.lled 62,596 65.595 69,405 75,177 78.484 81,790 85,090 88,402

Adelphia 197 243 315 378 475 560 664 787
AT&T 1,280 1,346 1,387 1.512 1,681 1,863 2,065 2,292
Cabievision 304 368 423 507 572 637 703 769
Chaner Communications 305 386 508 608 715 858 1,020 1,201
Cornea. 542 676 793 948 1,042 1,185 1,354 1,526
Cox Commurric:arions 587 668 779 884 994 1,098 1,228 1,365
Insipt Communications 63 73 85 88 97 113 142 171
AOL Time Warner 1,100 1.310 1,545 1,783 2,082 2,316 2.615 2,9530,,,,, 400 430 450 675 685 715 750 785
US HSCDS Subscriben 4,779 5,500 6,285 7,~81 8,343 9,345 10,541 _ 11,84~.

Growth % 127.6% 116.1% 98.2% 84.5% 74.6%' 69,9% 67.'7% 60.5%

Adelphia 48 46 72 62 98 85 104 124
AT&T 132 66 41 125 169 182 202 228
Cablevision 65 64 55 84 65 65 66 66
Chaner Conmunications 89 81 121 100 107 143 163 180
Cornea. 142 134 117 155 .. 143 169 172
Cox Commurrications IO~ 81 111 104 111 104 130 137
jnsi~ht Communications 33 10 12 3 9 16 29 29
AOL Time Warner 220 210 234 238 299 234 299 338
01"" ·57 30 20 225 10 30 35 35
HSeDS Additloftl 779 721 785 1.097 962 1,002 1,196 1.308

(l) Figures ort' on 011115 reponftJ basis. E .. Margo,. $lQttJ~ R,sftlrch EstiMQ'~
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Adelphia III 229 410 432 496 527 514
AT&T 592 558 780 1272 1494 1428 ]414
Cablevision 239 268 263 304 293 290 287
Chaner Cormnunications 163 379 593 593 663 682 758
Comc:aQ 320 469 578 619 622 7J3 749
Cox Communications 278 402 481 581 604 638 615
Insig.ht Communications .. 36 83 III 120 130 142
AOL Time Wamer 573 903 1170 1241 ll96 1273 1301
Othe, 80 138 110 110 110 110 110
HSCDS Additiom 2,400 3,381 4,467 5.264 5,598 5,811 5,889

E= Morgan StQtlley Rntorch Es';lffQln
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Extibit 37
Cable Modem ys. xDSL Forecast, Residential Only
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_ US Cable 386 1,600 I4.000 7,381 11,848 17,112 22,110 28,521 34,410

US Cable Penetration I 23%

445 1,725
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3,317 5,030 6,553 7,962 9,210 10,362

9.8% 13.4% 18.1% 22.8% 128.2% 33.6%

us Cable Penetration I

E"" Morgon SIQnley Research Es'ilftll'es
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•
'999 2000 200' 2002£ 2OO3E 2004£ 2005£ 2OO6E

HouMtlotds 105,418,879 106.894.7.... 108,391,270 109.908.748 111,0447,470 113.007,735 114.588.&13 116,194.101

G-.. 1.4% 1.4% 1.4% 1.4% 1.4% 1.4% 1.4%

Subscrtben
Residerm.! D$L 376,568 1.724,724 3,316.523 5,030,375 6,512,164 7,182.423 11.208,615 10.362,459
Business DSL 132.308 704,465 1,047.323 1,502.580 1,9oM,132 2.~.1MS 2.~.~ 2.958.897

Total OSL 508.876 2,429,189 4,363.846 ••532.lI06 8.526•• ,o.m.316 '1,868.080 13.319.356
Cable Modem 1,600,000 4.000,000 7.381.357 11.848.287 17,111,710 22,7'0.076 26.520.... 34.409.•n
Total Broedbend 2,108.876 6,429,189 11.745.203 18.381,242 25._887 32,187,443 40,388.909 47,729.333
Dill-Up 33.574.728 40,916,688 46.536.752 50.307,(85 ..9,....'.808 47.849.083 45.736,339 43,5610872

InternetSUb~S 35.683.604 47,345.877 58.281,955 68.688.337 75,080.496 eo.8oI8.506 86.125.m 91,291.005
Dial-Up Overiap (1.054,438) (3.214,595) (5••72.802) (7.53'.81') ('.345.972) (11.185.182) ('3.033.526) (14,888.1534)

TOUII SubSCribers 34,629,186 .....131.283 52,409.364 61,156,726 85.734.523 ".860,8oU 73.091,720 76,422.371

lobll Residential Subscr\ben; 34,496,858 43.426.818 51,362,030 59,664,146 63,790.380 87,335,898 70,433.274 73,465"'74

Subscription MIl.... s...
Residential DSL ,,, ." ." 7% ... '0% "" ""Business: DSL 0% ,,, 2% 2% 3" 311 3" 3%

TobIlDSL ,,,
5" 7% '0% "11 13% "" '5"

~Modem ." ." '3" '7% 23% 28lI 3311 38%- - -
TobIl Broadbend ." "" 20% 27% 34" "" '7% 52%
Di8I-Up .." .." """ 73" "I' .... 53% ..,.
Subacrlptlon .... Addtuona
ReIlcIentiaI DSL 1,348,156 1.591.799 1.713,852 1.552,319 1,379,858 1,247.192 1,152.844
BlJIinns DSl 572,157 342.858 455,257 441.553 380,813 333.500 298,.52

Total DSL 1,920,313 1.934.657 2.169.109 1.993,942 ,,760,.71 1,580,693 1,451,296
Ceble Modem 2,400,000 3,381,357 4.4fI6,930 5.283.503 5.588,285 5.810.773 5,889,128

Tetal Broadband 4,320,313 5.316,01. 6.836.03. 7,257...5 7.3158.757 7.3.' .... 7,340,.24
Dial-Up 7,341,960 5,620,084 3.170,343 1885,257) (1.582.746) (2,"2,724) (2.'7.....)

Tclal 11,662,273 10,936,078 10,«:16,382 6.392,158 5,766,011 5,278.742 5.166,758

Annual Subscription Growth
ReslOentiel DSL 3158% 92% 52% 3'% 2'% ,.% '311
Business DSL '32% .... '3% 29% 20% ,.% ""Total DSL 3n" """ SO" 3'% 2'" '5" '2%
C8t»eMOdem '5O'l\ 8511 .," ..% 33% 2611 2'"- -
Total Brwdb8nd 205% 8311 ..II 39% 29% 22% '.11
Dial-Up 22% ,.% .11 .2% ·311 "" ·511

Tclal 33% 2311 '811 9% .,. 7% .11

S.Vr. Forward Subscripllon Growth
Residential DSl 38" 2511 17" 13lh, ,,% .... 7%
BusineSs DSL 30% 22% '811 '2% '0% .% 711-
TOUII DSl ..% 2.11 17" '3" "" 9% 711ca... _

'7" 3511 27" 2'" '7% '311 'Oil
Total Broedbend '3" 32% 2'" '9% '511 '2% .11
Dial-Up 2" .2% .." .." .." ·3% .2%

Tclal '2" 9% 7% ." ." 5% 511

HouMhoid Penetl'llUon
Residential DSL 2" 311 5" ." 7% .,. ....c__

." 7% "" '5" 20% 25" 30%- - - - - -
T~ _ntiII BroodbInd 511 '0% 1511 2111 27% 33% 391\
Dial-Up (excluding overiep) 35" 38% 3.... 38% 32% 29% 2511
T0181 Penetf8liOn .,% '7% 54" 57% eo" .,,, 8311

SourcecC""-v-.__Sl""""' ..........

ExntIit 38
Inlemet Access Forecset 1999-2OOIE
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........
AT&T Broadband Residential Telephony Summary

2DOI 2D02E 2D03E 2004E
772,000 1.331,752 2,024,651 2,825,.5%
$53.43 553.28 553.28 5S3.28
$495.0 5844.7 51,294.5 51,806.6
274.4 401.2 603.7 841.4

44.6% 52,.5% 53.4% 53.4%
(370.5) 48.2 323.6 612.4

NM 5.~~ 25.0% 33.9%

.......
COX Residential Telephony Summary

1999 2000 2002E
558.385
547.81
$320.3

148.9
53.5%
$83.3

2U.%

2001
349.113
550.06
5207.•

IDO.2
51.8~

S40.7
19.6%

64,176 169.955
557.98 $52.03

543.1 5106.1
29.8 64.6

31.0% 39.1%
(514.8) (517.1)

NM NM

AVJ.T_ Salls
T_ARPIJ
TOIaIT_b<.
1lUecle
G1wo~

EBtTDA
EBITDA MafJin

AVI. Telephony Subs
Telephony ARPU
T0Ia1 Telephony Rev.
Di_e-
G.... MoJ1Pns
EBITDA
EBITDA MalJins

In 2002, we expect the industry to begin generating posi
tive EBITDA on the residential telephony business, which

is almost entirely due to margin improvements on AT&T
Broadband's business. As for commercial telephony, we
expect a surge in EBITDA growth during 2002. Many of
the MSOs with commercial telephony businesses have
made the choice to slow the business and focus on im
proving EBITDA margins. A large part of the projected
EBITDA growth in 2002 is due to much lower expected
start-up losses on Corncast's commercial telephony busi·
ness.

A Look at Our Telephony Forecasts

Cox and AT&T currently have the largest deployments of
circuit switched telephony. While other operators, such as
Comeast and Charter, have acquired systems with residen
tial telephony operations (from AT&T), they have not had
Cox and AT&T's years of expertise.

Residential Telephony Update

Updates on Circuit Switched Deployments
Cox began marketing its residential telephony business in
1997, and we estimate that the company generated
EBITDA losses through 2000. During 2000, the company
made the decision to focus on driving penetration in its
existing markets, rather than launch new markets. The
residential telephony business is now generating positive
EBITDA and enhancing the growth rate ofthe entire com
pany. We estimate margins in 2001 averaged 20% and
should reach 30"10 in 2002.

We estimate AT&T Broadband generated EBITDA losses
of$345 million on its residential telephony business in
2001. The company has made the decision not to launch
new telephony markets and instead focus on driving pene
tration in existing markets. We believe that Cox's strategy
regarding its residential telephony business is a good
precedent for the revised AT&T strategy. We expect
AT&T Broadband can begin to generate positive EBITDA
on that business. In 2003, we estimate total telephony
EBITDA of$270 million, which would provide about 600
basis points of margin improvement for AT&T Broadband,
or about one-third ofthe total expected margin improve
ment.

We believe that by focusing on its existing markets, AT&T
can follow Cox's lead and eliminate the start-up costs re
lated to launching new markets and therefore begin to gen
erate positive EBITDA. For Cox, residential telephony not

only enhances total revenue and EBITDA growth, but it is
also an important product in the bundle. Cox has indicated
that three-product customers have the lowest chum rates.

Cox's San Diego system reached over 100,000 residential
telephony customers in IQ02, covering about 535,000 ca
ble homes. The San Diego system is about 75% upgraded
for residential telephony services, with the remainder ex
pected to be telephony ready by the end of 2002. The Re
gional Bell operator in that system is Pacific Bell. Cox
offers its customers about a 10-20"/. discount per month on
the primary phone line versus Pacific Bell. In addition,
Cox does not charge for non-toll calls, while Pacific Bell
customers pay a per-minute fee.

While Insight has also deployed a circuit-switched teleph
ony product, the economics of the product are different
from that of AT&T and Cox. Insight sells local bandwidth
to AT&T under their telephony agreement. Insight does
not bear marketing and G&A expenses and therefore will

not experience start-up losses. However, the telephony
product is offered on a co-branded basis. At the end of
200I, Insight had about 7,500 residential telephony cus
tomers. We do not expect the telephony product to have a
significant impact on Insight's revenue and operating cash
flow in 2002.

Broadba"d Cable Televisjon - April 5. 2002
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Exhibit ..1

Residentiel Telephony Deployments, 1998-2006E

(In Thollsands)

ProForma
Telephonv Homes Paned 1998 1999 2000£ 200IE 2002£ 2003E 2004£ 2oo5E 2006£
Adelphia 0 0 0 0 0 502 2.241 5,169 5.246
AT&.T Broadband (incl. McdiBOnc) 139 785 4.990 6.419 8,938 12.192 13,320 15.753 15,990

Cablevision 18 103 147 137 236 991 1.746 2,480 4.~3

Chaner 0 0 0 0 69 413 1.802 3,209 5.327

Comco. 0 0 0 0 144 511 2.150 5,191 7.637
COlt Communicatiom 611 1,150 2,427 3,338 4,038 4.749 5,470 6,202 6.295
AOL Time Warner 0 0 0 0 0 1,011 3,226 6.996 11.633
Insight Communications 0 0 0 214 761 1,324 1,166 1.894 1,923
Tocal 768 2,DJl1 7,363 10,111 14,zH 21,694 34,021 _5 58,514
Growth % 271.1% 33.9% 40.3% 32.7% 36.8% 37.8% 24.8%

RuHlen...1Tetepho.v Sabscribers
Adolph;' 0 0 0 0 0 15 116 387 749
AT&T Bl'OIdband finc!. MediaOnc) 10 74 333 1,011 1,633 2,397 3,234 3,923 4,465
Cablevision 2 9 12 13 17 33 75 '34 175

Cha"" 0 0 0 0 5 34 135 318 619
Comco. 0 0 0 0 II 49 205 S72 1.046
Cox Communialtions 28 102 245 434 663 894 1,143 1.403 1.619
AOL Time Warner 0 0 0 0 0 76 319 874 1,764
Insipt Communicalions 0 0 0 6 47 111 222 314 393
Tocal 40 I'~ 790 1.484 2,3t6 3,6ll 5,418 7.91" 10.l3J

Pen~ntio.0' Uperadfll HolIteS
Adelphia NM NM NM NM NM 3.0% 3.2% 7.5% 14.3%
AT&T Broadband (incl. MediaOne) 7.2% 9.5% 10.7% 15.8% 18.4% 19.7% 21.0% 24.9% 27.9%
C.blevtsion 11.4% 8.6% 8.2% 8.3% 7.4% 3.4% 4.3% 5.4% 3.9%
Cha"" NM NM NM NM 7.5% 8.2% 8.6% 9.9% 11.6%
Comco. NM NM NM NM 7.3% 9.6% 9.5% 11.0% 13.7%
Cox Communications 4.6% 8.9% 10.1% 13.6% 16.4% 18.8% 20.9% 22.6% 25.7"10
AOL Time Warnrr NM NM NM NM NM 7.5% 9.9% 12.5% 15.2%
Insiiht CommLlnicalion~ NM NM NM 2.8% 6.1% 8.r... 11.9% 16.6% 20"%
Penetration of~ Homes 5.2% 9.1% 10.4% 14.7% 16.9% 16."/0 16.1% 16.9% 18.5',4,

S..bKrlbrtr Addhioll5
Adelphia 0 0 0 0 15 101 271 362
AT&T Bro.dbancl (meL MNiM>ne) 64 459 478 642 744 858 669 342
Cablev1sKJn 7 3 I 4 16 41 60 41
Clwner 0 0 0 5 29 121 163 302
Comcoo 0 0 0 11 39 ISS 367 475
COll C ...mmunte..INm~ 7' 14~ 209 210 211 249 251) 2 It·
AOL Time Warnel U 0 0 0 76 243 55. 88Y
Insight Communtcations 0 0 6 41 70 105 92 80
Tota' 14~ .... ... 912 1,220 1,873 2,436 2,907

E= Morgan Stanley Research Estimates

Broadband Cable Televisian - April S. 2002
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A Closer Look at Basic Programming Costs

I

Summary and Investment Conclusion

Over the next several years, we expect cable operators will
generate average revenue and EBITDA growth of 12-14%
in the cable business (analog, digital video, and cable m0

dem services). However, we expect analog video revenue
(basic rates, advertising, and other) to only grow 5-7%,
while analog gross profit (analog revenue minus analog
programming costs) should grow 3.5-5.5% per year. The
majority of the growth in the cable business should come
from new services such as digital video and cable modem.

The 5-7% analog video growth can be broken down as
follows: 0.5-1.0% basic subscriber growth, 3-4% growth
from basic and premium rate increases, 1% growth from
advertising revenue, and 0.5% growth from other revenue.
We expect basic programming costs per subscriber to grow
an average of 7·90.10 over the next several years.

We have analyzed the affiliate fees ofthe various cable
networks and cross-checked them with OUT estimates fOT

average analog programming costs for the cable operators.
We believe fOUT conclusions can be drawn from this aoaly·
SIS:

• We expect basic programming rate increases to de
cline gradually over the next several years, to about
6% per subscriber per year by 2006. However, we ex
pect analog gross margins to decline from about 71 %
to 68% by 2006, as basic rate increases will not ex·
BCtly match increases on programming costs.

• Upselling basic customers to digital video and other
services will be an important offset for these cost in·
crcase~

• The top-20 cable networks represent more than 75%
of total affiliate fees ofthe cable networks included in
most basic programming tiers (roughly 45 channels
broadcasters and local channels do not receive affiliate
fees).

• Our programming cost estimates are based on our
forecasts of affiliate fee growth at the entertainment
companies. With the exception of spons program
ming, these cost increases are commensurate with ba
sic rate increases at about 5-6% per year. Including
sports programming (which has been the driving force
behind the highest rate increases over the past few

Broadband Cable Television - April 5. 2002
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years), affiliate fee growth averages 6-8% in our
model over the next several years.

• Cbannel additions bave led to increases in program
ming costs for the MSOs, which bave exceeded
growth in affiliate fees over the past few years. We
estimate that total annual basic programming costs per
subscriber grew 10-12% in 1998·2001. About4llO
500 basis points of the increase came from channel
additions.

• Upside to canent revenue growth for programmers
will likely occur through digital variants ofanalog
programming (i.e., Discovery's digital programming).
We estimate tbat digital tier programming was 32·35%
of digital revenue in 2000-2001 and should not exceed
36% by 2006. The combined cost ofanalog and digi
tal programming was 29"A. ofrevenue in 2001 and
should be 32-33% in 2006, according to our analysis.

A cable operator offers its customers different tiers of ca
ble television service including standard and digital tiered
services. The standard cable service offers analog pro
gramming with an average of 6Q.70 channels, which in
clude broadcast and cable networks. The MSOs bave now
also begun to offer a variety ofdigital packages at different
price points, which incorporate the standard analog service,
plus additional digital channels.

For non·sports networks, a contract between a programmer
and a cable operator is typically for 5·8 years and SCls the
affiliate fees per subscriber owed to the programmer as
well as annual rate increases on these affiliate fees. The
annual rate increases averdge 5·6~1I excluding spans pro
gramming. Revenue for the programmers is a cost to the
cable operators for carriage ofthe networks. Contracts for
spons programming are also an imponant component of
annual rate increases ofaffiliate fees; many contracts in·
c1ude a surcharge for spons rights. Direct and indirect
sports surcharges are the reasons behind the 20% increases
in sports channel affiliate fees over the past few years.
Including spons programming surcharges, industry rate
increases average 6-8%.

Analog programming costs account for a cable operator's
largest expense at an average of 27·30% oftolal analog
revenue. Ofthe analog programming costs, the basic pro-
gramming cost is the largest component, averaging about
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20-22% of analog revenue. Basic programming costs per
subscriber have been increasing I0-12% per year, with the
largest increases from the sports programmers. By 2004
2006, however, we expect these costs 10 decrease to about
6%.

Affiliate Feea at the Top Networks
Exhibit 43 shows the affiliate fees per subscriber for the
top basic networks. Total affiliate fees per subscriber for
basic programming are $9-1 I in 2000-2002E. The 45 net
works shown in the exhibit account for almost all ofthe
basic network fees, with the top 20 channels accounting fOT

more than 75%.

The top two sports channels, ESPN and Fox Sports, ac
count for almost 25% ofthe affiliate fees. The sports net
works have implemented among the highest rate increases
of the networks, due to the previously discussed surcharges
for particular sports rights. We estimate the five.year av
erage growth rate from 2001-2006 for ESPN and Fox
Spons will be about 9%, versus an average of 5--6% for the
other networks.

Basic Programming Coata for the MSOa
Exhibit 47 shows the basic programming costs broken out
by cable operator. Basic costs per subscriber should aver
age $ I0-11 in 2002. For larger operators, such as AOl
Time Warner with about 12 million subscribers, costs peT
subscriber are closer to $ I0, while for the smaller opera
tors, monthly costs per subscriber should be closer to $ I I.

Programming cost increases peT basic subscriber for the
MSOs have averaged 10-12% per year, with the largest
increases from the spons programmers. MSOs have
passed on pan of this cost to its customers through basic
rate increases. but these increases only avera~e about 4
6%. Upselhng existing customers with digital video pack~

ages and other services have helped offset these cost in
creases.

Broadband Cable Television - AprilS. 2002
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The Economics of Digital
Digital video allows MSOs to offer sdditionsl services at
different price points. For programmers, digital service
iepteseots an opportlmity to offer more networks. Pr0
grammers such as Discovery and ESPN bave created spin
off cbannels (Discovery Kids, Discovery Science, ESP
News, etc.) offered on the digital tier. However, unlike
basic networks that bave been established for many years,
these new digital cbannels were created Ie.. tban ten years
ago and most are not fully distributed. As such, these new
networks typically will pay the cable operator "Iauncb
fees" for carriage or will bave step-up programming ex
penses in which affiliate fees will initially be low and then
increase over time.

At this point, we believe affiliate fees for digital cbannels
are still fairly small. Over the next couple ofyears, how
ever, fees will begin to become more meaninaful, particu
larly as digital penetration continues to increase. Digital
programming affiliate fees will not be a large source of
revenue for programmers, in our view. but there is little to
no cost associated with these channels. Multiplexed digital
channels, like Discovery, repackage much ofthe pro
gramming to target specific audiences, such as children.

We estimate that analog programming costs per subscriber
will increase 7-9"10 per year in 2002-2006. Digital coSis
should increase from 2001-2006 at a 29% CAGR, but the
large growth is really a function ofthe small starting base.
Combined analog, premium, and digital programming
costs are expected to grow from 2001 to 2006 at an 10
IJ%CAGR.

Basic analog revenues are forecast to increase 5-,../0 per
year. However, when digital and premium services are
added. the total increases is 8-9"1. per year. We exrect the
overall gross margin on total video services to contract
from 68% in 2001 to 64% in 2006. The total margin is
critical as the major programming suppliers offer all th=
forms of content - analog, digital, and premium. The
negotiations for each type ofprogramming are directly
influenced by the price structure paid for the other forms.



~

MorganStanley

Extibit43

Cable TV Networks Domestic Affill8te Revenue per Subscriber

1m 2000 2001 2002E 2OO3E 2004E 2005E 2006E

I ESPN 101 1.19 1.40 1.61 1.704 1.18 2.03 2.20

2 Fox $pons 0.56 0.79 0.90 0.97 1.06 1.15 1.2. 1.37, Disney Channel 0.70 0.71 0.75 0.81 0.85 0.89 0.93 0.98

4 TNT 0.62 0.65 0.67 0.69 0.72 0.76 0.10 0.84, USA Nerwork 0.36 0.37 0.39 0.41 0.41 0.43 0.... 0.46

• CNN 0.37 0.38 0.38 0.38 0.40 0.•2 0.... 0.46

7 N ickehxleoo 0.26 0.27 0.29 0.30 0.32 0.34 0.36 0.38, FX 0.29 0.2. 0.29 0.29 0.31 0.32 0.34 0.36

• TCM 0.20 0.21 0.23 0.27 0.28 0.30 0.33 0.35

10 TBS 0.21 0.22 0.24 0.2' 0.27 0.28 0.30 0.31

II ESPN2 0.19 0.22 0.23 0.24 0.25 0.2' 0.28 0.29

12 DiIooYery Chlnncl 0.18 0.20 0.22 0.24 0.25 0.18 0.2. 0.31

IJ CNBC 0.16 0.19 0.21 0.23 0.2. 0.28 031 0.34

14 AMC 0.22 0.23 0.23 0.23 0.25 0.26 0.2' 0.2.

" Fox NeW!' 0.21 0.22 0.22 0.22 0.23 0.24 0.25 0.27

"
MTV 0.18 0.19 0.20 0.21 0.23 0.24 0.26 0.27

17 AIlE 0.16 0.18 0.19 0.20 0.21 0.23 0.24 0.26

18 E' 0.16 0.17 0.18 0.19 0.20 0.21 0.22 0.24I. Lifetimt 0.13 0.14 0.15 0.16 0.17 0.19 0.20 0.21

20 INN 0.15 0.15 0.16 0.16 0.17 0.111 0.19 0.20

21 ABChrruly 0.16 0.16 0.16 0.16 0.16 0.17 0.18 0.18

22 WE 0.18 0.15 0.15 0.16 0.16 0.17 0.18 0.19

2J TLC 0.12 0.13 0.14 0.15 0.16 0.18 0.19 0.21

24 Sci~Fi 0.12 0.13 0.13 0.15 0.16 0.17 0.19 0.21

" MSNBC 0.11 0.12 0.13 0.14 0.15 0.17 0.19 0.21

26 Outdoor life 0.12 0.13 0.13 0.14 0.15 0.15 0.16 0.17

27 BET 0.10 0.11 0.12 0.13 0.14 0.15 0.16 0.17

28 C."""" 0.09 0.10 0.12 0.13 0.14 0.15 0.17 0.19

2. Bravo 0.11 0.13 0.12 0.13 0.13 0.14 0.15 0.15

30 Hislory Channel 0.09 0.10 0.11 0.11 0.12 0.13 0.14 0.14

31 ESPN Classic 0.10 0.10 0.11 0.11 0.12 0.12 0.13 0.14

32 Coon TV 0.11 0.10 0.11 0.11 0.11 0.12 0.12 0.12

33 Comedy Cetlual 0.08 0.09 0.10 0.10 0.11 0.11 0.12 0.13
34 VHI 0.08 0.08 0.09 0.10 0.10 0.11 0.12 0.12

" Speedvision 0.08 0.08 0.09 0.09 0.10 0.10 0.11 0.11

3' The Weather Channel 0.08 0.08 0.09 0.09 0.10 0.10 0.11 0.12
,- Ammal Planer 0,0- om 00,' 0,01l 0,00 O.lfI O.W 0,1'

38 Home and Garden 0.05 0.06 0.06 0.07 0.07 0.08 0.08 0.09,. TV Land 0.05 0.05 0.06 0.06 0.07 0.07 0.07 0.08

40 Travel Channel 0.04 0.05 0.05 0.06 0.06 0.06 0.07 0.07

41 Food NehWll'k 0.04 0.05 0.05 0.05 0.06 0.06 0.06 0.07

42 CMT 0.03 0.04 0.04 0.04 0,05 O.OS O.OS 0.05

43 TV Guick .0.05 O.O~ 0.04 0.04 O.O~ 0.03 0.03 O.O?;
44 ESPNNe~ 0.02 0.02 0.03 0.03 0.04 0.04 0.04 0.04
4S M2 0.02 0.02 om 0.0:' 0.0:' 0.04 0.05 O.O~

TOlal UI 9.17 •.86 10.57 11.21 11.94 12.70 13.52
Growth % •.0% 7.S% 7.2% 6.1% 6.5% 6.4% 6.4%

Growth % excl. spons 5.0-10 5.2% 5.6% 5.4% 5.8% 5.7% 5.7%

E = MO'F"ft SIQnl~'Research Es,i_,e

Broadband Cable Television - April 5. 2002

Please see the imponent dlsciosUNS at the end of this repon.



~

MorganStanley

.-...
Ave..-ge Subscrl_ for CIobie TV N_llItls

1999 2000 2001 2002£ 2003£ 2004£ 2005£ 2006£

I £SPN 75 - 78.-6 82.3 ,. 84.8 855 .. 87.0 88.3 &9.5

2 Fox Spans 27.9 31.5 33.1 36.3 39A "2.5 455 48.4

3 Disney Owmel 35.4 46.4 57.4 63.7 6111 67.4 61.8 68.2

4 TNT 76.7 79.1 80.7 82.1 83A 84.6 85.9 87.2

5 USAN_ 76.2 79.1 82.6 85." 86.7 87.6 88.4 89.3

6 CNN 76.9 79.7 81.7 83.1 84.3 85.6 86.9 88.2

7 Nickekxieon 75." 78.2 81.1 835 85.6 87.2 885 89.7

8 FX 40.0 48.0 56.5 72.0 80.0 83.6 86.9 89.8

9 TCM 29.6 35.8 41.2 45.6 '49.6 53.5 57.4 613

10 TBS 78.6 80.8 83.0 85.6 87.6 88:9 90.2 91.1

II £SPN2 65.9 72.5 81.0 83.4 85.1 86.8 88.1 89.4

12 Discovery Channel 76.7 79.1 83.0 84.9 87.0 88.6 89,9 91.1

13 CNBC 69.6 72.9 76.2 79.1 81.3 83.3 lSo3 87.2
14 AMC 61.7 64.4 68.4 71.3 73.1 75.7 78.2 80.6
15 Fox New> 33.2 43.5 59.0 74.0 81.7 85.1 8803 91.4

16 MTV 72.3 755 lOA 83.0 835 IS.O 8603 87.5
17 A&E 75.0 17.5 80.9 S3." 84.8 8603 87.6 88.7

18 E' 57.0 65.3 73.3 77,2· 79.4 81.2 82.9 84.4
19 Lifetime 73.9 17.4 81.0 83.5 84.9 86.4 87.7 88.9
20 TNN 73.0 75.9 81.8 85.6 87.7 89.3 90.7 '91.9
21 ABC Family 74.3 76.6 79.4 81.5 82.8 84.3 85.6 86.7
22 W£ 19.2 22.1 37.8 43.5 45.6 47.9 5003 52.8
23 TLC 70.0 74.3 78.7 81.1 8303 lSo3 87.1 88.7
24 sa.Fi 56.2 62.7 68.6 74.1 79.1 84.0 85.7 87.0
25 MSNBC 49.6 55.6 59.9 63.3 65.7 67.3 69.5 72.3
26 Outdoor Life 20.5 255 32.5 37.8 41.4 46.9 52.6 56.0
27 BET 57.5 60.6 66.5 72.8 76.8 80.0 82.1 83.2
28 Canoon 54.6 60.0 65.0 69.2 72.8 75.8 78.4 80.6
29 Bravo 34.9 46.9 45.2 54.8 58.6 60.8 62.9 64.9
30 History Channel 57.1 62.1 70.8 78.1 80.0 81.5 82.7 83.7
31 ESPN Classic 20.0 28.0 42.0 46.2 53.1 61.1 67.2 73.9
32 CounTV 36.6 42.7 50.6 58.5 64.7 69.3 72.6 14.9
33 ComodyCemnI 58.6 65.4 715 75.1 76.9 78." 79.5 80.6

" VHT flb. O 71."' 7fJ/ RO." 8:\.1 8~,() 86..' 87.4
35 Spcedvmon 225 28.5 34.0 36.7 39.7 42.8 44.5 46.3
36 The Weltbcr' Channel 73.4 75.8 78.3 803 82.3 84.3 86.4 811.6
37 Animal Pluet 49.4 59.8 69.1 74.4 77.3 79.6 82.0 84.5
38 Home Ind Garden 53.7 63.0 71.0 73.1 75.3 77.6 79.9 82.3
39 TV Land 413 50.6 61.3 70.2 75.0 78.2 81.2 84.1
40 Travel Chamel 28.4 42.2 55.0 61.9 63.8 65.7 67.7 69.7
41 Food NetWOrk 40.7 45.5 48.0 50.4 52.9 55.6 58.3 61.3
42 CMT 40.0 41.9 49.5 55.6 57.8 59.8 61.6 63.3
43 TV Guide 49.8 50S 52.6 54.5 56.3 58.1 59.9 61.8
44 ESPNNews 18.0 23.0 26.0 28.6 31.5 34.6 38.1 41.9
4; M2 11.4 16.5 28.6 37.3 40.0 42.~ 44.9 47.3

Tota' 523 57.6 63.6 68.2 71.0 73.4 755 17.5
GrOWlh% 10.1% 10.4% 7.1Vo 4.1% 3.4% 2.9% 2.6Vo

£= Morgan Stanley R~ftlrclt Estimates

BroadbQlld Cable Televisioll- April 5. 2002
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Exhlbit"S
Cable TV Networks Dam_Ie Affiliate Revenue

CI'" c,.... coon c_, 0003. C200U 0 .... 0 ....
ABC Family ". .., .51 ••• ,., .'73 ,., ,.,

0-"" OJ" 6.4% ..... ;<.... I .... · 5.... 5.... 4.""
AM "5 '6'7 '" lO3 .,. .36 253 271

Growoh "
15.0% 15.0% ..... 10.'" 7.'" .."" 7.6% 7.4"

AMC '" '" ,.. 213 m 25S 277 .99
Gl'OWIh% 12.7% 3.5% ,.... ..... ..... ..'" 8.3% 8.1%

Anirm.1 Pll~ .,
" 69 " .. ., '0' 110

arowm" 51.3% 36.0% 21.9% 13.6% ..'" 8.7% 8.7% ..'"
BET ,.. '68 ,.. .,. 231 ••• .., 309

Growth % '26.6% ·IU% 13.2% '''12~ 10.9%" 10.0% ' 9."~ I.Mi .

Bnvo .2 .7 " 9' '00 109 118 '!i . '28
Growth % 41.0% ..'" 12.8% f'.I%- 14.'" 8.Mi> . U~ •.N

Conoon 60 71 90 '06 122 '40 .,~ '119

Growth % 22.6% 20.... 24.6% 17.1" U.7'60 ••••• 13.• -,)....
CMT 15 " 25 29 J2 .,..

" 40

a..... " UA% .20:'% 36.1% 17.8% ..... ~. ..... .Jl%
(NBC 137 I~-; .. '95 W -25•. ··284 319 ',~19 .

Growth'Al IS.I% 20.5% 18.1% I..... 13.1% 12.7% 12.5% 12.4"

CNN m 360 ,.. m 400 ••• .54 -arowm" 11.5% ..'" 2.S'Al 1.7% ..... ft.6% 6.6% .....
Comedy Cerml 51 69 " '2 '00 "" "' '2'

arowm" 25.0% 20.5% 18.1% 12.3% ..... "8.0% 7.6% 7....

Coon TV ., 52 " " •• '7 '0' lIZ
"",",h" <G."" 7,~ 24.8% 19.3% 13.~ '0.3% 7.'" '.3%

DiJCOVefY Channel '69 "2 217 240 '66 292 ". 344
Growoh" ..... 13.6% 13.3% 10.5% 10.6% 10.0% ..... 8.4%

Disnry ChI.-1 54' .29 7.7 110 990 1,067 1,143 1,222
Gl'O\lfth% 12.7% 16.3% 18.7% 11.9% 12.4% 7.8% 7.2% .....

E! 109 132 155 '10 '94 20. 223 239
GI'O\1r1h% 128.0% 20.3% 17.9% 15.11% 7.9% 7.5% 7.2% .....

ESP,.. 92O 1.127 1.386 1.659 1.824 2.007 2,200 2.408
G~h% 23.8% 2B% 23.m'. 19.7% 10.~ 10.()o';' 9.6% 9.4%

ESPN2 '44 '.0 "0 m 257 27S 29. m
GroMh% 19.9% 24.8% 16.5% 13.0% 8.1% 7.1% 7.1% 7.1%

ESPNClall5ic " 29 45 56 .. 77 ., 'OS
"",",h% 43.1% ,,1.2% 53.1% 26.0% 12.9% 20.8% 17.9% 15.5%

ESP"" 1'-<e\\"- " " " 1', 2:
Growch% 271.4% 51.'nio 79.3% 28.4% '6.0% 15.5% 15.5% U.s%

Food Nawon. ,., ISO 15' '69 '10 '92 '04 ".
Growth % 7.'" '2" ,.... 6.5% 6.5% 6.5% 6.5% 6.5%

Fox News .. 113 '58 '94 225 2•• '68 291
Growth % 40.6% 35.2% 39.7% 22.9% 16.0% 9."% '.0% 8.6%

F"" ...... '07 394 473 570 ... .'0 966 1,127

arowm" 28.7% 19.9% 20.5% 20.7% 19.2% 17.8% Ib.W

FX ". 167 '98 m '94 323 3S3 3.3
Gl'OWIh% 57.$% 21.7% 18.4% 27.4% 16.6% ..... 9.1% .....

Hi_c:wy Channel 67 77 " '07 "' 12' m 145

Gro....h'liI 22.0% ".3% 18.4% 18.0% 8.'% 8.0% 7.'" 7.4%

HOInt aftd GIl,*" 35 •• " 58 62 66 70 7S

arowm" 39.9% 39.2% 12.8% 6.5% ,~" 6.5% 6.5% 6.5%

E '" Morgan SlQnl~y Res«UCh EJli"",,~s

Broodband Cable Telms;orr - April S. 2002

Plea.. see the important ditlcIoMl... at the _ oIlhia report.
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Extibit 4fi
Ceble TV Networks Domestic Affillete Revenue (continued)

c.... C1U1ll C2801E C%lII2£ c_ C18ME c_ 0010I:

ljflllinx 11':: 12' '48 •65 ". "2 207 222
Growtb"o 14.7% 15.2% 1'.2% Iq% 7.... 8.0% 7.6% 7.4%

MTV 1S6 m ,.5 213 227 246 264 2'-
Growth % 10.)% 10.6% 12.9% 9.5% 6.6% 8.0% 7.6% 7.4%

M2 3 5 • "
17 21 25 30

Gl'OYr1:h% 66.7% 99.6% 502% 23.2% 223" 21.6% 19.6%

MSNBC 64 77 .2 107 122 137 156 ".
Growth % 33.9% 21.1% 18.5% 16:3%' \" UI.2lJ\ n..... 13.6% 14.5%

Nickelodeon 231 254 280 305 . 331 358 3B5 .,.
GfOWIh% 10.0% 10.~ ..... '9.2lKo . - .. '8."'" ..... 7.6% 7.4%

Ouldoor Life 30 39 52 64 73 87 '03 II!'

G.-h" ...'" ••30.QlIIf, -I, 33.8% 22.1" - . .. """" . 19.2% 'J1.~ II.'"

Sci-fi 8. .,. :; 106 '39 '" ..", 175. .;200 :m
0.-" 1 24.5% 'I·..." -, 9.5% . .,.... l", J~.a ''-''' '6.0% 13.9%-- 32 .. 60 ·60 , 63. .. 69 73

Growth 'Y. 113.3% 36.9% 37.0% ,-~..~".,,,.,,,. 5.0% 5.0% 5.0% 5.0%

TDS ,.8 2•• 2'2 262 . .281 . .30~. 32' 348

Growtb% 10.1% 8.1% 12.9% 8.3" 7.4% 6.... 7.7% 7.6'Y.

TCM 70 90 ". ,.6 169 '96 225 256
Gl'OWIh% 36.8% 29.5% 26.4% 27.5% 16.3% 15.5% 14.8% 14.2%

TLC 100 117 133 "8 J6!i' 182 201 2.9
Growth % 53.8% 16.5% 14.4% 11.2% 11.0% 10.5% 10.2% '.0%

TNN 135 "0 154 169 182 195 207 221
Gl"Oi'WIh% 7.'" 3.... 10.0% 9.... 7.6% ..... 6.... .;6.4%

TNT 569 616 647 6TO 7T1 770 121 j7,
G.-h .. 14.7% 13" 5.1% ..... 6.6% 6.... 6.6% 6.6%

Trawl Chanel 12 23 34 ., ., 50 " 61
GtoWlh% 116.6% .,.8.. 49.8% 20.$% 10.2% 10.2% 10.2% 10.2%

TVGvide 33 2. 27 25 2' 23 23 22
Growth % -5.2% -10.7% -6.4% ..s,7% ·5.0% ·2.0% ·2.0% -2.00/.

TV Lind 25 33 ., 51 60 .. 12 7•
Growth% 32.3% 30.7% 22.6% 13.3% 10.5% 10.0% .....

USA Network m 3" 3.3 '20 .31 461 48J "0
Growth % 2.... 6.... 9.... 9.6% 2.... 6.... 4.8% '.7%

VHl 61 12 ., .. IO~ 112 120 '"Grm\111 ~, 12.7-1. lJ7';' l!i4';' n.!i',;, l)4~\ 84% 7.'" 14~

WE 28 38 " 17 8' 97 '06 ".If)
Growth % 82.2% 37.9% 32.2% '2.2% 14.6% 9.'" 9.7% ..'"

The Wather Chime! 68 15 82 87 • 3 .. .05 112
Growth.". 11.3% 10.0% 9.5% 6.5% 6.5% 6~" 6.5% 6.5%

To." ...." $1,311 SI.53!i 59,733 510,729 511,765 512_ $14.100
Growth % 25.4% 15.0% 15.6% 14.0% 10.2% ..'" 9.2% '.0%

Copyrip:hcs. OIher ImIII $1.060 $1.263 51,406 51.$21 $1,752 $1,865 $1,962 $1,049
nerworks. other fees

Tot" 57AB1 58"" 59".. 511,%54 5'2.41' 513,629 514,111 5••,lI49
15.6'Y. 15.0% 13.2% 10.9% '.2% 8.'" 8.4%

E"" Morgan Slon/~y Res«lTCh EsI;1JIQIes

Broadband Cable Televis;"" - A.pril 5, 2002

Plene see the import8lnt disc:losu_ et the _ of thla ,.post.
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Exhibit "
Basic PrOlJrammlng Expenses by Cable Operator

ProF..-
'999 ''''' '00' 2002< 2003£ 2004£ ,..,£ 2006£-"VJ. Buic Subaibln 5.605.MO 5,757,607 j,l02,.522 5.J23326 ......... '.173.000 ....,.... .5.921.000

Butc~C,*fSub ,,-" ".29 $9.)1 $10.52 $11.41 St2.27 113.13 SI4.0~

,,~ ''''' "" ".. ... '" '" '"Bait f'roIrarmliDI ExpaIIt UOI.6 1572.9 ..,., $735.0 ..... _.•
1921.9 $991.0

AOLT_W_
"\I,. Buic: Sublo'iben. 10."81,004 11.072.516 11,1'2,666 11,240.423 11,297,329 11,351,714 11,0104,994 11.457.116
BuIe ..........CoIlISub $7.91 ".70 ...,. S10.14 • 111M SIl.71 112A7 ..113.29

"""""" .." '" ... ... ... ,..6'- ."
8Qic: p'.........4E~ 11.003.7 11."'.7 SI.24U 'T,367.3 11,491.1 Sf:'95-" ST.107.J 11.126.6

ATAT
AYi. Suil: Subcibm D.610.m 13.619.000 13.631.DOD 13$3.9IICl J1,66t;f7e 13,"')" f3.7tt.ne 13.161.120'

Belie". JeCIII/hb. S7.7.5 .." SUll ........ OlJJ2 $12.01 II:W 51.U,s
°4GI'OWlh 7'" m,,' ... '0% '" '" '"
8uie~,e.- SU'5J St.J60." $1.$30- S1-.. I .......

11,__
12,121." 12,211.1

-......::>c_
AVJ. Buic Sublcriben 2.163.158 2,935,434 2.985.071 ,.....,., . USt,Mt" 1J9rUJI': 'J;ID.I'M :'J.MUr.!
Buic Pt........Colli SlIb. $7.90 ..... 19." $10.62 SU~._~ $12.03 $12.11 113.'5
"0_ "" "" ..... ..... ... ,",' ".

8MicPJ+ .- 1271.6 S113.5 $353.0 ."". ..Iti ,,'. "",,;7 ...., 'Hi"
o-.rC..-*.....
A"I-" s.tIIriIen 6.090.631 6.746.046 6,953,700 ......... 7000',941

,_...
7,076,,174 7.IIIJ"

8uiC'~COIIISub $7.73 18.52 $9.53 $10.61 $11.30 SII.98 512.70 $IH6

""'""'" ''''' '''' "11" .,., , ... ... .%
8Mic~&pImr ...... 5689.• $795.3 SUI.) I9SO.0 SI.OI2.0 $1,071.1 $1.141.!ic._
AVJ. 8Nic Sua.cri_ 8,141.919 1,297.142 .,428.942 1.5Il,SOO 8.592.000 1.67J,SOO 1,7SO.000 1.I27..soo
BaIic:~COIII Sub .W SUI lU7 SIOA!i $11.21 $11.96 S12.6* Ill.....
"0_ '" ... ... '" ... ... ...

__ ft..

'.~
...... ..*7'% $97'.3 $1,066.9 51.163.2 $1.244.4 $1,331.0 51.423.3

C.1IC_.......
AYJ. Bait Sublc:riben 5.944,256 6,141.969 6,200,737 .,44".. 6.303..539 6.347.663 6.)92.fW7 6.43U42
Buic~COll/Sub. .." sa.SI $9.$4 $10.41 $11.10 111.7'7 S12.47 113.22
"0_ ." II~. '0% ... ." ,"" 6%
8uic:~.ExpeMt "88.5 S632.7 5709.7 1714.8 $839.8 "... 1956.' SI,02l.3

I......Co_........
AYJ. Buic Sublcribm 1.261.494 1.,271.U8 l,2n,900 1.290.119 1.302.769 1.315.000 1.327.000 1.:B9.ooo
Buic~CC*/Sub. Sil.7. 11.5' 59.90 $10.99 SillS $12.35 $1l.09 S13.11
"0.-. '''' "" "" ... ... ... ...
8uit'~E..- $102.6 1131.0 SISI.I S170.1 S112.1 Sl9U 12GI.' sm.•

Toe....k~. M.-jer MSOs S4.012.106 55.912,251 56.''32.537 56.649.'701 51.071.117 57,42.,5" 51.175._ 5I.12U
AWl. Prep. CoIl' SUb S7.B9 ..... .." 110.31 SII,%2 SII.9~ S12.72 Sil"0_ .." ,,% ',"" '" '" '""101.1 &.ioI: 'rOllr. [lpI'''''' S~.111< S!'.7.o12' Sb.41.'1' PN·4' $7.612,11 $8.2n o $11.111 0 • $9.44,.4
~ennvfl'

Oflter 5IIbInibIn (s.aJI MS(h) 1••525.17.01 13.456.669 13.421.965 13.627.918 13.626.599 13.692.169 13.760,020 13,127,522
8aIic:~C_ 'Sub. ..... 57.91 ...., S10.19 511.52 512.16 51".22 SIS.57

%""""" 14% ,." "" ".. '''' "" ...
0CIter EsfM'- (s..II MS(h) 51,209.7 51,277.5 SI ••52.6 SI.666.6 $1.813.1 52.113.7 52.347.7 51.512.1

T..... lIS ... s.tNcriNn 61.537,910 .......920 69.154.S02 70.277.696 7O.69I,JI6 71.111,4.53 71,53'.919 71.9$4.021
AIIJ. Prop. COlI' Sub S7.6!I 5....3 59.38 510.)4 SII.27 S12.12 SI3.01 SI3.9

"""""" '0'" "" '0'" ... '" '"....." .... ·T.... VS 16.32].1 57.020.4 S7.'66.~ $1.721.6 $9.~'.1 $10.)46.9 511.167.2 $12J)26

Total .....r--.£.- r. DBS
T0111 DBS Sutmiben 11."89.000 14.760.000 17,.532.000 19.971.151 21.672.964 22.915.406 23,901,763 2".802.07~

AVI. PYop. Cs I Sub SUI S9.17 $9.16 $10.57 SI1.21 $11.94 $'2.70 $13.52
Total ...........u.-- s.r DIS $1.159.7 $1,62".1 52.073.7 51.532.1 51.916.0 $1,212.5 $3.644.1 $4.022."

Total ....., ......I.- S7.<tID.9 SI.6404.~ S9.940.2 $11,253.7 $12.411.1 SI3,629.' $1....11.,2 $10,041.
(C........ DaS)

"O_ J,"" I'~, ])% ".. ... ...
E= Morgan Suml,y R~NrcJrEstilflQta

Broadband Cable Te/evisiOll - April 5, ]00]

Please see the important diaclosu...... the end of this report.
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.-..
Digital Programming Expen..s by Cable Operator

ProFOIlM
1999 2000 2001 2002E 2003E 20lME 2005E 2006E

Adelphio
Avg. Digital Subscribers 137,780 569,106 1,391,654 2,337,321 3,080,922 3,773,506 4,290,114 4,629,274
Di,itaJ Pl'Ofl1l1l1ming eo. I Digital Sub. 51.99 51.86 SZ.20 S2,59 $3.14 53.72 84.33 84.97
Dip) Propmmina ExJ:lC'* $33 512.7 $36.7 572.8 ll16.1 5168.4 S222.8 S276.1

AOL Timr W.rller
Avg. DiJital Subscribers 205.000 987,100 2,260.125 3;591,099 4,847,213 5,851.969 6;596;571 7,212,245
Digital Pro,ramntiftJ ColI 'DiJitel Sub. 52.42 $4.52 $4.65 55.17 15.42 55.70 55.98 $6.28
Digital Programmilll Expense $6.0 553.5 5126.1 5222.6 5315.5 5399.9 5473.4 5543.4

,~,
AT&T
Avg. Digital Subscribers 1,235,532 2,058;545 2,890,000 3,954,467 ~,845;886 5;547,128 . 6,166,838 6,703;559
Di,nal Profrarnrninl! Cool I Di,nal Sub. 55.20 55.85 58.78 S9.15 ·$7.28 56.113 $5.46 55.98
Di,nal Proframming Expenoo: 577.J 5144.5 5304,3 $4301.1 .. $423.6 $401.5 $404.2 $480.7

C.bIevi.ioa ..
Avg. Digital Subscribers 2,230 68;668 305,180 583,045 824,082 1,095,631
Digital Prograrnminl Cost f Digital Sub. 50.00 50.00 56.30 '$6'.'12 57.14 $7.79 58.24 58.95
Dig;lal Proframmi.,Ex_ 50.0 50.0 $0.2 $S;5 .• S26.1 554.5 58U 5117.7

Charter Communintio••
Avg. Digital Subscribers 84,550 466.488 1,661,150 2.403,000 3,043,980 3,514,153 3,923,834 4,337,974
Dieital Pro@:ramminl Cost I Di,ital Sub. 55.04 5l.28 52.72 52.72 53.12 53.55 $4.01 $4.52
Digiud ProframmillJ Expenoo: 55.1 57.2 554.2 578.6 5114.0 5149.7 5189.0 S235.1

Comen.
Avg. Digital Subscribers 287,675 1,037.100 1,927,850 2,655,686 3,272;7ll0 '3,798,981 4,255,958 4,639,086
Digital ~mrrring Cost I Digital Sub. 51.92 51.51 52.11 52.38 52.73 53.10 U51 53.95
Digital Pqrammina Expense 56.6 518.8 $48.9 575.9 5107.1 5141.5 5179.2 5219.7

COl Communications
Avg. Digital Subscribers 239,934 560,961 1,093,444 1.684,236 2,271,844 2,772,258 3,218,361 3,612.561
Digital Programmina Cost I Digital Sub. 51.49 51.67 51.81 53.01 53.38 53.82 $4.30 $4.82
Digital Pro@:rammin, Expe:nst' $4.3 51LJ 523.7 560.8 592.1 5127.2 5166.3 5209.1

InlilM Communiclltloftl
Av,. Digital Subscribers 62,533 96.358 204.900 313,871 431,947 568,014 719,039 847,814
Digital Propammin, Cost I Digital Sub. 53.49 53.40 57.67 57.67 $8.19 58.54 $8.90 59.28
Digital Programming Expense 52.6 53.9 518.8 528.9 $42.5 558,2 576.8 594.4

1 o.al Dieit.1 SubKriben· Major MSO~ 2,253.003 5,775.65/ 11,431,353 17.007,747 22,099,752 26,409,055 29,994,797 33.078.145
Avg. Prosr. Cost I Sub 53.88 53.63 $4.47 $4.80 $4.66 $4.74 $4.98 55.4
Tol.1 DiRk.1 Proer. E:lpense 5105.0 5251.9 5613.0 5979.1 51,237.1 51;500.8 51,793.1 52,176.2

{based on cove

OIlter SubK'riben (Smllll MSOI) 1,438,011 3.046,902 3,238,326 3.144.022 2,674,432 2,275,029 2,033,319 1,895,310
Digital ~ramming Cost I Sub. $4.08 53.82 54.69 $5.04 $4.90 $4.97 55.23 55.76
OIher E:lpenle (S....II MSOI) $70.4 $139.5 5182.3 5190.0 5157.2 5135.8 5127.6 5130.9

T01.1 US Digil.1 S.bKriben 3,691,014 8,822.559 14,669,678 20,151,768 24,774,184 28,684,084 32,028,116 34,973,455
Avg. Profr. Cosl! Sub 53.96 53.70 54.52 54.83 $4.69 54.75 55.00 S5.S

, it.1 Pr r.b .... T...IUS Sm.4 S391.5 5795J SI i69.1 SI 94.2 SI,636.6 51920.7 S2.307.1

Source: Morgan SlanJey Research utimQles

Broadband Coble TelevisiOll- AprilS, 2002

Please see lite important disclosures at the _ of this report.



"l
MorganStanley

Broadband Cable Television - April 5. 2002

Please see the important diacloauree at the end of !hie report.
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ExHbIt so
Premium I Pey-per.view Programming Costa per Subscriber (continued)

ProF.....
]999 2000 200] 2002E 2003E 2004E 2005E 2006E

Comcut
Avg.B.scSubKri~ 8.147,919 ' '8,297.842 8.428.942 8,5]],500 8,592,000 8,67],500 8,750.000 B,l27,5oo
Avg. Prenrium Subscriber's 6.672_ 6.684,245 6.758.469 6,742,805 6,679,867 6,618,360 ~47B 6,"3,803
Premium Programmine Cost I Sub. $2,48 S2.47 52,23 $2,27 $2,22 $2.18 $2.~' S2.09
Premium Programmina Expense $242.9 $246.0 $225.4 5231.4 $229,2 $227.1 $224.7 $221.8

PPV ProIrommilll! COlli Sub. SO.61 SO.56 SO.57 SO.73 SO.93 > SUI ' 51:73 $2,20
PPV Programming Expense S593 555.7 558.1 574.1 ~.9· '136,2 -$111.9 $2325, ~

Cox (omma.iealioDl
~~.' ~Av.@:. Basic Subscribers 5,944,256 6.141.969 6,200.737 6,244,294 t,347A63 ' .6,<436,842

Avg. Premium Subscribers 4.002,223 4.190,373 4.134,258 4,147,856 4.089,069. 4.069,224 4,041,693 4,007,015
Premium f'ro!:ramming Cost I Sub. S2.42 52.36 S235 S239 $2.28 $226 52.23 S2.19
Premium Programming Expease SI72.3 S173.7 S174.8 S178.9 SI72.8 SI72,O S170.8 S169.4

PPV Programmini Cost I Sub. SO.91 SO,96 SO.84 SI.I8 SI.63 S2.13 S2.69 S3.31
PPV ~ramming Expense S65,] S71.1 S62.5 S88,I S123.6 S162.1 S206.2 $255.8

InsiKht Commanic:atiom "." ':\i

Avg. Basic Subscriben 1,268.494 1,271.838 1,277,900 1,290,119 1,302.769 1,315,000 1,327.000 1,339,000
AvJ. Premium Subscribers 936,267 1.018,470 769.038 754,283 760,326 764,851 771,329 ,774,272
Premium ProIramming Colli Sub. $2.14 $2.41 SI.97 SI.97 SI.96 SI.% SI.95 SI.94
Premium Programming Expense S325 S36.7 S303 S30.4 $30.7 S30,9 S31.1 S31,2

PPV Pl'OIrammins Cosl: I Sub. $0.46 50.49 SO,61 SO.75 SO,99 SI.41 S2.06 S2.74
PPV Programming Expense 57,0 S7.4 S9.4 stu Sl55 S22,2 $32.8 ' 544.0

Tolal Bask Subseriben - M.;or MSOI 54.012,106 55,912,251 56,432,537 56,649.708 57,071,787 57,'24,584 57,775,968 58,126.498
Toeal Premium SlIbIcrlben· Major MSOs 41,709,324 43,597,927 45,580,261 45.949,903 45,957,615 45,855,017 ",651,075 45,359,336
Total Dicit.1 Subscrlben· Major MSOs 2,253.003 5,775,657 11.431,353 17.007,747 22,099,752 26,.e9.055 29,994,797 33,078,145
Tolal Diehal Premium Subscribe" 3,298.863 3,420,051 4.388,886 7,242,060 10,996,898 14,734,878 11,174,294 21,333,858
Avg. Premium Pro,r. Cost I Sub S2.52 S2.42 52.29 $2.35 $2.36 S236 $236 $2.38
AV@.. Premium Prop'. Cost I Prem. Subsriphon S3.27 $3.10 S2.84 S2.89 S2.93 S2.% S2.99 S3.05
Premium Pro,r. Expenw SI,635,5 SI,623.7 51,553.3 51,594.9 SI,613.7 SI.628.3 SI,639.1 SI,658.4

Avg. PPV Prop:r. Colt I Sub SO,59 SO.59 SO,67 SO.80 SI.II SI.48 SI.87 S2.28
PPV Protr. bpenw S3813 S393,I $454,1 S540,6 S759,5 SI,OI8.2 SI,297,O SI,591.3

Other Balk Subs (Small MSOs) 14,525,874 13,456,669 13,421.965 13,627,988 13.626,599 13,692,869 13.760,020 13,827,522
Other Preml.m Subs (Small MSOs) 5,374.574 4,709.834 4,429,248 4.088,397 4,087,980 4,107,861 4,128,006 4,148,257
Otller Di,ll•• S.bKrihen 1.438.011 3.046.902 3,238,326 3,144,022 2,674,432 2,275.029 2,033,319 1,895,310
Other Bieil•• PremUlm SubKrlb.n 1,150.408 1,523,451 1,619.163 1,572,011 1.337,216 1,137,515 1,016,660 947,655
Avg. Premium Pro,ramming Cost I Sub. S2.52 S2,42 S2,29 52,35 $236 S236 $236 S2.38
Prf'mium PrOJr. Espt'1tH' S439.~ SWOJI $:\69.4 S:\R3." $J85.~ 5388.;\ 5390,4 5394.:'1

Av@.. PPV PtoI". Cost I Sub SO.59 SO.59 SO.67 SO.80 SI.II SI.48 SI.87 S2,28
PPV Proer. EspeltH SI02.5 S94.6 5108.0 5130.1 SI81.3 S242.8 S308.9 S378.5

Tol.1 US Bask Subscriben 68,537,980 69,368,920 69,854.502 70,277,696 70,698,386 71,117,453 71,535,989 71,954,021
T01.1 Premium Subscribers 51,533,169 53,251,263 56.017,558 58.852,370 62,379,709 65,835,270 68,970,034 71,789,106
Tol.1 Digil.1 Subscriben· US 3,691,014 8,822,559 14.669.678 20,151,768 24,774,184 28,684,084 32.028.116 34,973,455
T01.1 DlliI.1 Premium Subscriben 4,449,272 4,943,502 6.008.049 8.814,071 12,334,114 15,872.393 19,190,953 22,281,513
Av@.. Premo Pqt. Cost I Sub S2.52 S2.42 52.29 S2.35 52.36 S236 S2.36 S238
Premium Prot:r. Expnne - Tot.1 US S2,075.3 S2,014.5 SI,922.7 SI.978.5 SI,999.0 S2,Ol6,6 $2,029,4 S2,052,9
Av@..PPVProgr.Cost/Sub SO.59 SO.59 SO,67 SO.80 SI.II SI.48 SI.87 $2.28
PPV PrOI', Expe:ltIf $483.9 $487,7 S562,I 5670.7 S940.8 51,261.0 51,605,9 51.969,8

E., Morgon SIQlIJ'}I Reseon:lt Uli".,res
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An Analysis of Premium Television

We have analyzed the subscriber, revenue. and earnings
growth of the three major premium television networks
from 1996 to 2001. We have come to the following con
clusions, which should help frame our forecast for the in
dustry over the next five years:

• The premium networks have benefited from growth in
digital cable and DDS penetration. In part due to the
marketing strategies employed by cable and satellite opera
tors, the average premium penetration ofa digital video
subscriber is more than twice that ofan analog subscriber.
Further fueling premium penetration, premium households
increased at a 6% CAGR from 19% to 2001. .

• Increased premium penetration hiS resuhed in a
gradual shift in media uNle from advertising-based
television to non....dvertising premium services. As the
television landscape becomes more fragmented, we expect
non-advertising-based entertainment to continue to gain
share from advertising-based content.

• We estimate that 60-63°/. of the current premium
households are digital video subscribers. Once all of the
premium households are converted to digital. we believe the
cable industry will bave to identify new strategies to in
crease digital cable penetration. We expe.ct premium sub...
scriptions to increase at a 4-5% CAGR through 2007, based
on our expectation for 9-10% annual growth in digital sub...
scribers. Ifdigital-video penetration plateaus. we would
expect premium subscriptions to stagnate.

• The premium networks have built up pricing power
by launching additional multiplexed channels to their
subscriber base. By providing incremental services. the
premium industry has limited price discounting while driv
ing subscriber penetration. We expect revenue per sub
scribing household to increase 2-3% per year from 2002 to
2007.

• SVOD is likely to emerge as the next driver for digital
video and premium SUbscription growth. We look for
subscription video on demand (SVOD) deployments to be

gin in earnest in late 2002. Asuccessful SVOD deployment
should provide the premium networks with new subscriber
additions and incremental revenue per subscription. with
limited incremental operating costs.

Broadband Cable Television - April 5. 2002
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• We expect RBO to continue to lead the Industry, but
beneve that the market Is dearly big enough for three
competitors. The three major players - HBO, Showtime,
and Starz Encore~ have differentiated themselves, and
each bas captured a respectable share of the growing pre
mium market.

Over the past dreade, the cable operators and tbe pre
mium television provlden have eJisteCI in a symbiotic
relationshIp. Unli1ce their adversarial relationship with tbe
basic cable netWorl<s:the cable operators have worked with
the premium netWorks (HIlO,Showtime, and Starz Encore)
to erihance ARPU and bOost digital video penetration rates.
The pmaium netWciilcs have historically sold their content
to the cable and DBS operatois on a wholesale basis, al
lowing tbe operator to price tbe service in a manner tbat
optimizes premium subscription and revenue growth. From
1998 to 200I, this pricing flexibility allowed tbe cable op
erators to bundle premium packages to boost digital cable
penetration. Beginning in 2002, we expect the cable 0p

erators and premium networks to expand on their relation
ship through the deployment of subscription video on de
mand. For the cable operators, we believe SVOD could be
the key to driving digital video to its cunent base of basic
analog subscribers. For the premium netWork, we believe
SVOD could boost both subscriber and pricing growth over
the next three to four years with minimal incremental cost.

From 1996 to 2001, growth in digital video penetration
(digital cable and DDS) enhanced premium subscription
growth. In an effort to increase digital video penetration,
both cable and DBS providers have offered bundled pre
mium packages that offer increased discounts to subscribers
that take multiple premium services. While the number of
unique premium households (defined as a household tbat
receives at least one premium service) has remained rela
tively constant over the past five years, an increase in the
number of premium subscriptions per household caused
premium subscription units to increase at a 10010 CAGR
from 1996 to 200J.

Growth in premium SUbscriptions has shifted media

usage trends from advertising-based broadealt and ca
ble networks to non-advertisina-based premium televi
sion. In 19%, the average individual spent 1.7 hours per
week watching premium television, representing 5.5% of
total television usage. By 2001, we estimate tbat average
premium usage will reach to 2. I hours per week, represent-
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ing 6.3% oftelevision usage. All of the major premium
networks offer multiplexed movie channels that highlight
specific genres of content. Multiplexed offerings increase
customer choice, which we believe has caused the aggregate
ratings ofthe premium networks to climb._We believe the
logical extension of the multiplexed strategy is subscription
video on demand, in which the consumer has the ability to
view the majority ofthe content shown on the multiplexed
channels in a given month whenever he or she chooses. We
believe the added convenience ofSVOD will continue to
divert television usage from advertising.based to premium
television.

From 2002 to 2007, ..e expect premium penetration
..ithin digital households to gradually decline, as the
marginal digital subscrib.r is Iik.ly to take f....r pre
mium servires than the early adopters. We estimate that
the vast majority of analog premium subscribers will have
upgraded to digital by the end of 2002. Thus, we believe
that the next wave ofdigital subscribers, current basic-only
subscribers, are less likely to subscribe to multiple premium
services.

The cable operators are faced with the risk that the rate of
digital additions will quickly deteriorate after the analog
premium subscriber base is fully converted to digital. In an
effort to boost digital penerration above the premium pene
tration threshold of45-50"10, we expect the major US cable
operators to begin a major marketing push behind SVOD.
With a stockpile of first-run feature films Bnd non
advertising-based original programming, the premium net
works appear to be well positioned to capitalize on the
growth in SVOD. In our opinion, a successful SVOD de
ployment by the cable industry will benefit the premium
networks by increasing premium take rates within current
di~ital households. as well as encouragin~ current analor
subscribers to upgrade to a digital premium package.
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From 2002 to 2007, w. expect pr.mium rev.nu••nd
EBITDA to in...... at CAGRa of~7% and /1-9"1., re
spectively. In 2000 and 2001, the premium networks kept
wholesale pricing relatively-Stable, which enabled the cable
aDd satellite operators to boost digital video pcnctratiQll.
We believe that a critical base ofdigital subscribers has
heen established, and expect the premium networks to pass
through moderate (2-3%) price increases for their digital
premium packages. We believe our pricing assumptions are
relatively conservative, since all ofthe premium networks
have enhanced the breadth and depth oftheir digital pack
ages through multiplexed offerings.

While not currently reflected in our industry forecasts, we
believe SVODCou1d bOostboih premium subacription
growth and revenue per subscriber growth by 1110-200 basis
points per year through 2007. Combined, these two ele
ments would enhance the long-term annual revenue growth
rate ofthe premium television networks ftom~7% to 9
10"/•.. Since there should be only minimal incrementa) costs
to the premium networks associ.ted with SVOD, we expect
additional revenue growth to have a magnified impact on
earnings growth.

We believe the competitive strategies employed by HBO,
Showtime, and Starz Encore position all three networks to
maintain their respecrive shares ofthe growing premium
television industry. Each network has differentiated itself
ftom its competitors - Starz Encore through its value
proposition, HBO through its brand equity and differenti
ated original programming, and Showtime through its
demographic focus. Since the networks are not close sub
stitutes for one another, consumers have been more inclined
to subscribe to multiple premium services than switch back
and forth among the three services. In our view, high barri
ers to entry - a product of each network's stronl!' brand
awareness and control over premium content and original
programming - make it extremely unlikely for a new com
petitor to emerge within the premium network industry.
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Premium Reyenue & Operator Programming Cost
Analysis
Exhibit Sl compares our premium network revenue
forecast with our cable television indu5tl")' revenue and
programming cost projections. We expect gross margins
on video to decline from 67-68% in 2001 to 64--65% in
2006, reflecting 8---9% annual yideo reyenue growth offset
by 10-11 % annual growth in programming expenses. As
outlined in the exhibit, we expect escalating margins on
digital/premium revenue (from 54% in 2001 to 58% in
2006) to be offset by decline margins on basic programming
(71% in 2001 to 68% in 2006). Incremental reyenue and
digital penetration stemming from SVOD would likely en
hance aggregate video gross profits above OUT current pro
jections.

Based on our forecasts for the top eight cable operators, we
expect cable video reyenue to increase at an 8---9"10 CAGR
from 2001 to 2006, fueled by a 29--30% increase in digital
revenue. Our premium revenue forecast of 1-2% CAGR
growth is a bit misleading - many cable operators offer
bundled digital packages that include premium services.

Typically, the entire reyenue is reported as digital reyenue.
To avoid this allocation issue, we believe it is more useful
to analyze premium and digital revenue on a combined ba
sis. Accordingly, we expect digitaUpremium revenue to
increase at a 14-15% CAGR through 2006.

Based on our preinium-channel revenue forecasts outlined
in this report, we expect the cable industry's share ofpre
mium programming costs to increase at an 8---9"/. CAGR
through 2006. Combined with approximately S2.00 per
subscriber/month in digital basic programming expenses,
we expect aggregate premium/digital programming ex
penses to increase at a 12-13% CAGR through 2006. Cur
rently, many start-up digital networks do not receive affili
ate fees from cableopenton, .As their distributioltbase
expands and the quality of their content improves, we ex
pect moderate growth in non-premium digital channel af
filiate fees. Combined with basic programming costs (ex
pected to increase at a 7--8"10 CAGR) and PPV cOSlS (as
sumed at 55% ofPPV revenue), we expect aggregate video
programming expenses to increase at 10-11·/0 CAGR.

ExtitlIt 51
Cable Operator Reyenuel Programming Cost Projections

ProF......
1999 2000 2001 2oo2E 2003E 2004E 200SE 2006E

Basic RevenUE' 19,890 21,305 22.405 23.610 24,924 26.325 27,80:\ 29,363
Premium Revenue 3,105 3,152 2,949 3.03<> 3.010 3.096 3,115 3,ts1
Digital Revenue 32. 834 1,71~ 2,614 3,542 4,432 5,270 •.086
Total Subscriber Video Ilft. 23)20 25,292 27,067 29.260 310536 33,853 36.188 38.600
PPV Revenue 719.~ 691.1 825.6 983.0 1.379.4 1.84'.3 2.358.2 2.893.2
Total Video Rnenut $24,040 $25,983 527,893 530,243 $32.915 535,700 $38.546 $41,493
Change 'Y. 8.1% 7.4% 8.4% 8.8% 8.5% 8.0% 7.6%

Basic Programming Expenses 5,111 5,743 6,414 7.055 7,682 8,233 8,819 9,443
% of Basic Rtvenue- 25."/i 27.0% 28.6% 29.9". 30.8% 31.3% 31.7% 32.2%

PremiumEx~ 1.635 1.624 1.553 I.S9~ 1.614 1.628 1.639 1.658
Dil!ilall'remlum PHlJ,!rammlnll t:.xpemit'. ,c 13~ 15\1 46: .21 83~ 1.l)Olj 1.17:
DiBilal Basic Progmnminl Expenses 38 117 263 SI7 .,. 666 784 1.004
Total PremiwnlDiJital F.xpensn 1,740 1,876 2.166 2,574 2,851 3.129 3,432 3.835

% ofPmniumlDi1!!ltal Keven...: 50.,.;. 47.0% 4605% 45.6% 43.1% 41.6% 40.9% 41,5%
Tot.' Substrlbirr Video Es..... 6,8S2 7.619 8,5SO 9.629 IO,S33 11,362 12,252 13,278
PPV 381 393 454 541 759 1.018 1,297 1.591

-" ofPPV Revenue 53% 57% 5'% ,... 55% 55% 55% >S%
Total ProtnlJlJllIIII UPftlM' S7,233 $8.012 $9.0:W SIO,1711 $11,292 SI2,380 SI3.549 S14,869

% of Revenue 30.1% 30.8% 32.4% 33.6% 34.3% 34.7% 35.1% 35.1"

GrouM....ln%
Basic 74% 73% 71% 70"/0 69% 69% 68% 68%
PmniumlDilitl.l 49% 53% 54'~ 54% 57% S8% 59% 58%
PI'\' 4"1. 43% 45% 45,,-,_ 45% 45% 4SIY. 45%
Total Video Propmmin(! 7at. 69% 68% 66',. 66% 65% 6'% 64%

Source: Morga" SuJ,,/~ Rn«lrcJr Estilflllles
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Premium Usage Trends

The average time spent watching premium television
(non-advertising bssed pay television networks) has
been on the rise. In 1996, the avenlge individual watched
1.7 hours of premium television per week. By 2001, we
average usage increased to an estimated 2.1 hours per week,
reflecting 8 20% increase. Based on OUT estimate that pre
mium-channel subscribers represent 38% ofUS households
(40% oftelevision households), we estimate that the aver
age premium subscriber watched 5.6 hours ofpremium
television per week in 2001, or approximately two movies
per week (2.1/38% = 5.6 hours). We believe the increase in
premium usage over the past five years has been driven by
growth in premium penetr1ltion, coupled with a moderate
increase in usage per premium subscriber.

We expect average household premium usage per US
household to reacb 2.3 hours per week by 2003. Growth in
digital cable aod DBS satellite penelnltion should boost

premium channel penetntion from 44-/'0 of television
households in 2001 to 48"10 by 2003. Our usage fotceast is
based on the assuinption that usage per subscribing house
hold remains steady at 5.6 hours per week.

While tIOl currently in our fotceasts. we believe tbe COm

mercial rollout of subscription VOD services could increase
premium-channel usage an additional I l>-15% over tbe next
three years. We believe that an intenletive offering can en
hance usage patterns in two ways:

• On-demaod applications should increase digital-video
and premium peneInltion levels by encouraging basic sub
scriben to upgrade and limiting churn among current pre
mium subscribers.

• The increased choice and ease of use afforded by the full
VCR functionality of SVOD should increase usage patterns
ofcurrent subscriben.

Emtlit 52
Television Usage Trends - 1996-2005E

...... 't1.~

It-. .... W.k.ru-p '''' "" ,... ,... - "',. "c. .... ,... 2"1: c_ C"'"
_TV 18.9 11.8 11.0 16.7 17." 17.0 16.5 16.1 15.8 15.5 (2.1""') (2.3%)
Croble n' 93 10.0 10.9 11.9 12.4 12.8 n.3 n.7 14.0 14.3 7'" 2.8%
Pmniwn ChanMIs 1.7 I.' I.' 2.0 2.0 '.0 " 2.:\ 2.~ ,.• '.111< '.111<
Home VideolDVD 1.0 1.0 1.1 1.1 1.1 1.1 1.2 1.2 D .D ,.... 3.6%
TOUlI Television 31.(1 30.7 30.9 31.6 3B 32.9 33.2 33.) n .. 33.~ 1.5% 0.4%
T0111 MecliI. U..,e 66.3 65.9 66.7 67.8 .... ..., 69.~ 69.' 70': 70." 0.9% 0.6'10

a-..Cllpt)
StI.re.t'T...IT..... \Jur;e ...... 'II·'I!"
BroIdcalt 1'\' 61.1% 57.8% 5H,.,. 52.r". 53.0% 51.5% 49.6% 411.-4% 47.2"/. ...". (1111) (5)1l
ClbkTV 30.1'1.> 32.5% 35.2% 37.6% 37.6% 3ll.ll% 40.2% 41.2% 42.0% .,.". '" '"Pmnium Chlnneh B" 6.3"- 6>" 6.3% 6.1"1.. '.2% •.'" ..... 7.111< 7.1% 56 "Home ViOenIDVD 33% 3.3% 3.04% 3.3% 3.04% 3.04% 3.5% ,.... 3.ll'l>;. 3.9"- • ..
Adveniliq-bucd 91.1% 90.4% 90.3% 90.4% 90.5% 90.4% 119.1% 119.5% 119.2"1. ".111< ,.oj (140)

N<JnofIdYel'liain~bIIed '9% ,.... ,,,. ,.... 9.5% '.6% 10.2"1. 10.5% 10.11% 11.0% 66 ..0

f =. Mory.'On SlonJex Reseorch E.<;Iimo/t"

~ource: "eronis Suhler
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Premium Subacrlber Analysis
We ex,.... premium subscriptlonl to innase at a 4>
5.0% CAGR from 2002 to 2007. Over the plst five years,
premium tlke-rates have heen considerably higher on digi
tal cable and DBS than on analog cable. As a result, tbe
migration to digital video has helped fuel 9--10% annual
growth in premium subscriptions over the plst five years.
We helieve that some of this growth is attributed to price
promotions by cable and DBS operators designed to fuel
digital video penetration. While the premium networks
often coordinate marketing efforts with the cable and satel
lite providers, premium price discounting is equivalent to an
incrementa) marketing expense fOT operators. The discount
is booked as a reduction of revenue rather than an expense,
hut the implct on EBITDA is identical. The wholesale
revenue received by the premium networks does not vary
with the operators' pricing decisions.

Premium take-rates have been higher on
digital cable and DBStbanoo analog;:&,.<
bIe, .. the migration10di~videG bas·
fuelet1'9"'] 0% 311nuill groWtb"mpiffiiitim
subscriptioJ1S over the Pllll! five:.Y-~":,:,

We expect premium penetration rates ofdigital video
households to gradually decline as new digital video sub
scribers are likely to take less premium services than the
early adopters. As a result, we expect premium subscrip~

tions to increase at about halfthe 9--10% projected CAGR
in digital video penetration from 2002 to 2007.

We expect subscription VOD services to be the next
driver of premium subscriber growth over tbe next fiv.
years, Most ofthe major cable MSOs are testing SVOD
servIces, in an effon to boost subscriptions. reduce chum.
and enhance the revenue growth oftheir digital video prod
uct. We believe a successful SVOD rollout will likely en
courage both basic and digital customers to upgrade to pre
mium services that maximize the value ofSVOD's capa
bilities.

1996-2001 Review: The Evolution of Premium TV
At the end of 2001, we estimate that there were approxi·
mately 10I-102 million aggregate premium subscription
units. We estimate that each premium subscriber takes ap

proximately 2.2 premium services, equating to approxi
mately4~7 million unique premium subscribers, repre
senting 55-56% multichannel penetration. In our calcula-
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tion ofunique premium subscribers, we account for pre
mium subscribers that TllCCive multiple services nom a cer
tain provider (i.e., a subscriber that receiwa boIh HBO stId
Cinernax from AOL Time Warner) and subscribera that
receive multiple services from competitive providers (i.e., a
subscriber that NCeives HBO and StalZ). In our ...Iysis, a
premium aubscriber that TllCCives three premium services
would be cOUllled as one unique premium subscriber stId
three subscription units.

In 2001, we estimate that the unique premium-subscriber
universe is currently eomprisedof 16-17 milli""OBS
households (92% pen lJalion},13-14 million digital cable
households (89% penetratillll}, stId 17-18 million analog
cable ho....hoIds (i4% pel'"Mion). Baedon theae as- .
sumptilllll, we atimste that cIi!i- video{cable ..!'DBS)
already accounts fior.6lki5% ofpremium households. This
makes intuitive sense if we c",nsider that digital video com
prises 38-39"10 ofthe multichannel universe and that virtu·
ally all ofthe m1y digitahllopters were already premium
subscribers.

More favorable premium lubscription tren'" on dlalUl
cable and DBS has enhanced preIRiUlIHablaiptlen· .
growth. From I996 to 2001. bippremiUm take.r.tes on
digital system. caused premium subscriptions to increaae at
a 10-11% CAGR, about twice tbe 5-6% arowtb rate expe
rienced in premium households. In 1996, we estimate that
there were approximately 63-64 million aggregate sub
scription units, spread across 34-35 million bouaeholds,
equating to 1.8 services per premium subscriber. By 2001.
the number ofpremium services per premium subscriber
jumped to 2.2. reflecting an influx ofdigital cable and DBS
subscribera that receive an average of2.6-2.7 premium
services.

We believe the increase in premium take-rates on digital
reflects the impact of bundled premium packages, in which
subscribers are marketed multiple premium services on
di~tal for a modest incremental fee over their current pre
mium bill on analog. We believe tbe bundled premium of
fering has both boosted digital penetrations as well as en
couraged new digital households to subscribe to multiple
premium services to get the most value from the digital plat
form.

We estimate that ahout 90% of DBS and digltakable
subsc:riben receive at lea.t one premium aervice. We
estimate that the average digital video premium subscriber
received 3.0 services in 1996, declining to 2.6-2.7 services
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Premium Subtlcrlber Forecast
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Exhibit 53 deinonStrates oUr expectations for a gradual mi
gration ofpremium sUbscn"beiS' from analog clIbleto digital
cable and DDS, By '2007, we expect neatly all premium
subscn'bersto be on digitalorDBS platforms: Weantici
pate that many operatorS win begin to only offer premium
services as pan ofadig;taJ package, with only basic serv

ices available on analog. .'

While we expect premium subscription growth 10 be aboul
half the rate of digital video growth from 2002 10 2007, our
forecasts do not reflecllhe impact ofSVOD on premium
take-rates. According to Mullichannel News, Minlemal
Corneast surveys show lhat although 35% ofdigital sub
scribers were interested in VOD, 40% ofanalog subscribers

expressed an interest in digital once VOD was included
(Multichannel News, March JJ, 2002), .. While some ofthe

analog customers that upgrade to digital may only opt for
free VOD services with on-demand basic programming
from the likes of Discovery Communications, A&E, and
Nickelodeon. we expect a significant percentape to upgrade

to a premium digital package to gain access to on-demand
premium content.
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Reflecting a decline in premium pene
tration ofnew digital additions, the long
tenn growth rate of premium subscrip
tions should be about half that ofdigital
video growth.

Over the next five years, we expect the favorable impact of
digital video penetration on premium take-ates to gradually
subside. We look for subscription video on demand
(SVOD) to emerge as the next driver ofpremium suhacrip
lion growth, the impact of which could he felt as early as
the second half of 2002.

The migration to digital video has caused. gndual de
cline in the premium ulaCe trends of analog able
households. In 1996, we estimate that there were 51-52
million analog premium subscriptions(~l% ofaggre
gate subscriptions), spread across 30-31 premium analog
households. By 2001. we estimate that the number of ana
log premium subscriptions declined to 22-23 million. across
17-18 million households, Reflecting the migration of
heavy-premium users to digital, we estimate that the num
ber of subscriptions per premium subscriber on analog de
clined from 1.7 in 1996 to 1.3 in 2001.

2002-2007 Preview: Andcipalingthe Impaet ofSVOD.
From 2002 to 2007, growth in digital video penetration
should continue to boost premium subscription levels. We
expect digital video penetration (DBS and cable) to increase
from 32.2 million in 2001 (38-39"10 multichannel penetra
tion) to 39-40 million in 2002 (45-46%). From 2002 to
2007, we expect digital video penetration to increase at a 9
10% CAGR, to 62~3 million households by 2007.

by 2001. We estimate that in 2001 DBS and digital cable
households currently account for 43% and 34% of aggregate
premium subscriptions, respectively.

While more favorable take-rates on digital should enhance
premium penetration, we expect new digital additions to
take fewer premium services than current digital subscrib
ers. By 2003, the vast majority of analog premium sub

scribelli will likely have already migrated to digital cable or
DBS. We expect premium penetration of digital households
to remain flat at 90-95% in 2002-2007. However, reflect.

ing the conversion of non·premium subscribers, we expect
that the subscription units per digital household will drop
from ahoul2.7 in 2001 to 2.5 in 2007.

SVOD strategies vary by premium network.
Stan Encore intends to offer Stan in Demand, in which
approximately 100-120 of its feature films, including cur
rent releases and older classics should be available each

month for on-demand usage with full VCR functionality.

Both HBD and Showtime have focused more on providing
original programming series, such as the Sopranos and
Queer as Folk available on SVOD, along with a limited
selection of feature films. We believe Sbowtime and
HBO's emphasis on original programming reflects both
networks' reluctance to cannibalize DVD sell-through and
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video rental revenue generated within their sister film stu~

dios Warner Brothers and Paramount. Since Starz Encore is
independent of any film studio, the network does not have
the same hesitation in taking share from other distribution
windows.

SVOD deployment tlmeline. By the end of2002, we ex·
pect the domestic SVOD-enabled subscriber base to reach
approximately 2.1 million digital subscribers, representing
10.8% ofthe digital cable footprint. By 2006, we expect
almost all digital subscrihers to he VOD enabled, with the
VOD-enabled base reaching 34-35 million.

The pricing for on-clemlnd premium _"ice hal yet to
he determined. We expect the cable operatOR to offer
SVOD premium services for an incremental fee of$3-5 per
month over its current premium rates. We expect this fee to
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allow for SVOD capabilities across all of the premium
services a subscriber receives. Since many subscribers Ie

ceive multiple premium services, the cable operator is faced
with the dilemma of bow to split the incremental SVOD fee
with the multiple premium providers. If each premium
service commands an additional SJ.00 in whoIeaale revenue
for SVOD, the opelltOi '5 incmnental gross margin on
SVOD should erode as additional premium services are
added. We believe, however, that this may be acceptable
for the cable <lpOratars. Gnceconsumer ac:cepllnce<lf
SVOD wiJllikely reduce chum and incnoue premium
penetration. Frbmthe cable operator's penpective, the lost
margin on SVOD is not'likeIy to outweigh the ftw:.entental
margin generated from subscribers that take more than one
multiplexed premiumterYice. (To getSVOD Star! Encore
or HBO, we expect the .."..atot wiJlYequire a subscriber to
also pay furthe current multiplexed premium ofl'ering.)
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EIltIbit $4
C.bl. Ope_ S-VOD ForKHl

In ThOUStUld,\

Pro tnnna Pn>F....

2000 2001 2002E 2003E 2llO'E 2005E 2l106E

Dilitll Homes Passed

Adelphia 8,758 ...... ',692 9,1311 9,915 10.135 10.287

AT&.T(I) 21,794 23.337 24,922 2>.296 25,676 26,061 26.452

ClbJevisicm 0 SSO '''20 .....86 4.553 ...22 4,691

Charter Communiclli~ 8.793 10.638 11,249 11,437 11,628 11,822 12.019

""""'" 11,162 13.596 13.... 1.,072 14,213 ......97 J".71~

Cox CommuniCition~ 7,397 9.258 9,.424 ...., '.709 ..... 10,002

Insiahl Communications 777 1,144 2,170 2,202 2.23' 2,269 2.30:-

AOL Timewll1'ller 12.829 18,260 18.540 18,118 19,100 19.387 19.67ll:

""'" 7.005 7.soo 7JOO 7.soo 7.500 7.soo 7JOO

Toea' 780515 '3"3' 101,781 103,214 104,669 106,1046 107,646

Top 8 lU % ofTotal 'J" 920< 91" 9m 9m 91" 93,,".

Dieitll Video SublcribersA_
m IJ03 2.159 2,771 3,267 3,597 3,809

AT&T (1) 2,430 3,475 ..." 5,215 ,..,. M" 6,953

C8bkvision 0 17 ,., 466 700 "8 J,24J

Chaner Communications 1,178 2,'45 2,180 3.308 3.721 4.127 ".S4«:l

C"""'" 1,216 1,869 2.)98 2.839 3.239 3,570 3,852

Cox Communiauions ..2 1,386 2.llO9 2.US 3,010 3,427 3.19~

Insiphl Communications 152 258 370 ... M2 796 900

AOL TimeWamer 1,5M 2,976 ',2" ''''' 6,263 6.930 1,0495

""'" 718 1.041 1.561 1,107 1.962 2,179 2,314

Toea' 8,823 14,670 20,152 24,774 28,684 32,028 34,97~

Top 1/ a.~ % orTotal 9J" 93% 92% 9J" 9J" 'J" 93""

S..vOD Subscribm

Adelphia 0 80 110 1.110 1.960 2.lSO 3.110

AT&T(l) 0 0 330 1,560 3,530 5,810 6.950

ClblevisHxl 0 20 ,.0 .,0 700 .30 1,240

Chlrter Communic:ltions 0 '0 'SO 1,650 2,910 4,130 4,550

""""'" 0 0 00 2.130 2,920 3.570 3"30

Cox ComnNnicaltons 0 0 0 1.520 2,410 3,430 3,800

Insiphl Cornrnunicali~ 0 0 .0 .90 MO 800 900

AOL Tln'le 'kamel 0 "0 610 302M) 5,010 6,930 7.49ll

01"" 0 0 0 170 '90 1,090 1.660

T..., 0 300 2,160 12,360 20,140 29J90 34,250

S-VOD Penetration ofDigi..1Sub5

Adelphia O.o-~ ',0% ',0% 40.0'Ie 60.0% 80.0% 100.0%

AT&tT(I) 0,0% 0.0-'" 7.7% 30.0llt. 60.0% 90,0% 100.0%

ClibievisiOll 0.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0"'"

Charter Communications 0.0-'" 2,'% 17,3% '0.0% 80,0% 100,0% 100.0%

c"""'" 0,0% O,O'~ 18,0% 75.0% 90.0% 100,0% l00,O'~

Cox Communic:llions 0,0% 0.0"'" 0.0% 60.0% SO.O% 100.0% 100.0"'"

Insi,ht Communications 0.0% 0.0'10 10.0% 100.o-.r. 100.0% 100.0% 100.0-"-

AOL Time Wimer 0.0% 5.0% 14.3% 60,"'- 80.0% 100.0% IOO.Q'"A,

""'" 0.0% 0.0% 0.0% 10.0% 30.0% 50.0% 70.0%

Toea' 0.0% 2.0-'" 10.7% 49.9-..- 72.3% 92.4% 97.9%

E= Margon Stanley Research Estimtlles

Broadband Cable Television - April 5, 2002
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Exhibit 55
Premium Subscriber An.IYBis

Subscriber A..1yli5

(In miJliOll) '''' '997 '''' "99 ,.... ,'"'. ,..... '803' ,.... ..... ..... '007'
Holft 801 OfRrt

HBO 22.4 22.9 24.1 24.7 26.3 27.8 29.3 30.9 32.2 33.• ..., 3S.0

Cinemax 10.0 10.0 10.5 11.0 10.7 .0.1 11." 11.8 122 12.5 12.7 12.9
TotIl Subscri~ 32.4 32.9 .... 35.' 37.0 31.5 ".7 42.7 .... .... 47.2 "'.9
%ChmBe 1.6% 5.1% 3.'" 3.... 4.1" ,.... ..... ..... 3.3% ,.... 1.5%

A~ Subscription Units 32.4 32.9 .... 35.' 37.0 38.5 ".7 42.7 .... 45.9 4'.2 4'.9

Est. Channels per HH •• •• •• •• •• 1.3 1.3 .3 .3 1.3 1.3 1.3
TotIISu~~ngH~~ 23.4 23.9 25.2 ,25.8 27.3 28.8 30.' 32.1 33." ".7 35.11 36.3

% Buic PeMu'Mioh 33.9% H.~ 35.3% 34.3% ...,.. 35.6% 36.5% 37.4" 38.1% 38.1% 38.8%

Sltowt_
._-

Showtime 12.3 13.9 14.9 17.• 21.2 23,5 232 26.' 272 27.9 28.4 28.7

The Movie Channel 2.• 2.' 2.9 3.' '.2 '.7 ,.. SJ ,.. ,.. '.7 '.7
FLIX •• •• 2.• 2.3 2.' 3.' :U 3.' ,.. -3.1 3.' :Ht
Aarepte Subscribers 15.9 18.2 19.7 232 282 31.3 33.6 "2 36:3 31.1 37.8 38.3
%Cqe 14.5% 8.'" 17.8% 21•• ""'" 7.'" ..... 3.'" 2:3% ..... 1.1%

Aurqate Subscription Units U.9 18.2 19.7 23.2 282 31.3 33.6 332 36.3 37.1 37.8 38.3
Est. Chlrmels per HH .3 1.3 IJ 1.3 I., U I., I., 1.3 I., 1.3 1.3
To4ll Subscribinl! Housebokls 12.3 13.9 14.9 17.4 21.2 US 232 26.4 272 27.9 28.4 28.7

% Mukicblnnel Pmet:ration 19.8% 21.1% 23."" 26.~ 28;3" 29."" 30.'" 30.'" 30.... 30.... 30.7%

ShIn EIICO~Group
5.", '.9 6.7 8.8 10.2 11.5 13.0 14.4 15.8 16.9 17.9 18.9 19.7

.OC~ 10.2 10.4 12.7 13.7 16.3 182 19.9 21.5 22.9 24.2 25,4 26.5

TOIal Subicriber BaK 15.1 17,1 21.5 24.0 27.9 31.2 ..., 37.3 39.8 42.1 44.3 46.2

GroWlh -/e 13.3% 25.6% 11.8% 16.2% 12.1% 9.'" ,.,.. ..... ,.... 5.1% 4.4%

Aurcple Subacription Units 15.1 17.1 21.5 24.0 27.9 31.2 34.' 37.3 39.8 42.1 ..., ".2
Slln Enc:ore lIrfVicn prr sub I.S I.' 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7
TOIII Subscribing HousdtokIs 10.2 10.4 12.7 13.7 16.3 18.2 19.9 21.5 22.' 24.2 25,4 26.5

% Billie Pmftn.tion 14.7% 14.8% 17.9% 18.8% 20.5% 21.9% 23.2% 24.5% 25.6% 26.6% 27.5% 28.4%

PRml... Sublrrlber U.tt5

ShOWlime 12.3 13.9 14.9 17.4 21.2 23.5 25.2 26.4 27.2 27.9 28.4 28.7

TMCIFUX ,.. 4.3 '.8 '.8 7.' 7.8 8.' 8.8 9.1 9.3 9.' 9.'
HBO 22.4 22.9 24.1 24.7 26.3 27.8 29J 30.9 322 33.4 ~.S 35.0

Cinm'll.x 10.0 10.0 10.S 11.0 10.7 10.8 11.4 11.8 12.2 12.5 12.7 12.9

Sian '.9 '.7 8.8 10.2 11.5 13.0 14.4 1S.8 16.9 17.9 18.9 19.7

.""'" 10.2 10.4 12.7 13.7 16.3 18.2 19.9 21.5 22.9 24.2 25.4 26.5

AIa!l'Cpte Subscription Units 63.4 ".2 75.8 82.' 93.1 101.1 108.6 115.2 120.5 125.2 129.3 132.3

%Chan1!e 7.6% 11.1% 9.4% 12.3% 8.... 7.5% 6.'" ..,.. 3.... 3.3% 2.4%

A&&RJatt U.iq. Subscrlben
ShO\lo1ime'TM("'Fll).. l2,~ p' 14,' 17.4 21.:' 2~_< 2~,:' 26 .. 27.:- 21. r 16' 21P
HBOICinemax 23.4 23.9 232 25.ls 27.3 2U, 30.5 32.1 33.4 34.7 35.8 36.3
StarzlEnccm 10.2 10.4 12.7 13.7 16,3 18.2 19.9 21.5 22.9 24.2 25.4 26.5
Duplicated HOUH'hokl~ fll.2} (12.2) (13.8) (15.6) (20.6) (24.01 (27.1\ f29.9) (32.1) 133.8) (35.0) (35.9)
AJll!rcpte Unique Subscribers- 34.6 36.0 38.9 41.4 ".2 ..., 48.' 50.• 5!.5 52.9 54.' 55.6

Servicesl Premium Subscriber 1.83 1.89 1.95 2.00 2.11 2.17 2.24 2.30 2.34 2.37 2.37 238
Muhichannel Pene11111ion "'" 51" 55"

,,..
55" 56-", 57% ,,.. ,... ,... ,... ,...

TV Pmetration - 41% .." 4S" .... .,.. .,.. .... .... .'" .'" "'"HH Pftle1ration 38% '9% .". 43" 43% .... 4S% 4S% .... .... .,.. .,..
- ~fi1Wd W Q household ,1uJ, toka at I."" OMptnriulfls~.

E= Morgan Sumley ReseorcJt Estimal's
Source: Comptlrty JJ.21Q. MorgGrt Sulrtlry Ra«lrch
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EIlHbit 56
Pr.mlum Subscriber An.lysi. (continued)

1......ryS....ry .- .997 '991 '999 ,.... """ ,aou: '003£ _£ '005£ ..... ""',.
Total Housebokls ... 92.6 92.9 ..., 101.7 104.7 '08.0 110.7 112.. 114.6 116.3 11711

Tot.1 Tdevision Households 8ttl 88.0 88.3 9J.S .U 99.S 102.6 '052 107.2 108.9 110.5 112.0
Total Muhi-cbannel Households .... 70.4 70.6 132 79.7 83.1 ".7 87.8 89.' .... 92.3 93.5

DiJitll Cable HOUIthoAds I., ••• 8.8 .14.7 '.1'.6 ,... 27.9 31.1 ,... 36.8

DBS Householdl '.2 .., '.7 11.5 ,... '7.5 19.7 ".. 22.' 23.7 24.6 25.3
lOlaI Di,ital Video HH '.2 .., '01 16.4 23.6 "2 39.3 4S.5 SO., ".8 58.6 62.1

% Muhichannd Pftletmion 6.1% 8.9% 14.4% 22.4% 29.6% 38.'7% 45.8% 51.'" S6.S% 60.3% 6B% 66.5"'.

Muhic:hannel HOURboIds .... 70." 70.' 73.2 79.7 83.1 ..., 87.8 89.' .... 92.3 93.5
Premium Pentlralion 92% 97~. '0'" 113% "'" '2211"" "'2"" "131" 13"'- 138% ~ loCO%- ""~~;,

TOlII Premium Subscriptions 63.4 ".2 75.8 82.9 93.1 IOU '01.6 115.2 120.5 125.2 129.3 132.3

Subscriplions I Premium HOUKboId 1.83 1.89 1.95 2.00 2.11 : 2.17 21' 2.30 2.34 2.37 2.37 2.38
Toul Premium HcuehoJds ,... 36,0 3•.9 41.4 ".2 46.' 48.5' . SO•• 51.5 52.9" $4.• 55.6
% Muhichannel Pmetlation SO" "" "" '''' 55'" .... ' -'7% 51"

,.,. ,.,. S9% S9%

DDS Subscribns '.2 .., 8,7 11.5 14.8 t'u 19.''- .1.4 22.6 23.7 . '24.6 25.3
Pmnium Pfllelmion 285% 28'" 2_ 272% 2$'" 2$'" 2.... "'" 234" 231% 229% 227%
DBS Premium SubicripliOftl 12.0 17.9 )4J 31.3 38.2 43.9 -411.0 . '31."0 53.1 $4.7 56.2 57.4
% of ToW Premium Subs '9% 2'" "" ,." .,,, "" .... .... .... .... .,,, 43%
Subscriplions f Premium Household '.00 '.00 2,94 2.87 2.79 2.72 2.66 2.62 2." 2," .2.57 2.56
PrmUwn Households ',0 6,0 8.' 10.9 13." 16:'j 'iH 19.! 20.' 21.1 21.8 22.5
% DDS Pmet:mion .,,, .,.. .,,, .,% .,,, 9:,'" ...... ..... - .... - ....
Diilieal Cable Subicribm J.s .,. 8,8 14.' 19.6 24.1 27:9 31.r ,... 36.8
Premium hnelr'llion ..~ ... ..... "8% 2'''' "'" "'" 2'0% 20'" '"'" ..... 193%
Diilical Cable Pmnium Subseriprions .., 12.7 21.7 ",7 42,7 SO., 51.3 63.0 67.4 70.8
%ofTotal Pmnium Subs 0% 0% ... ,,% ,,% ,." 39% .... '8% SO" "" $4%
Subscriptions f Premium Household ',00 '.00 3.00 2.78 2.69 2.66 2.66 2." 2," 2," 2.49 2."
Premium HOUseholds J.s ••• 8.' 13.0 16.0 18.9 21.1 2·0 27,0 2'>.1
% Di(!:itaJ Cable Penetraticm '00% 93',4 ..... .... "" "" 7'" 7'" - -Anakll! Cable Subscribers ",7 ".I ..,. 56.8 56.1 SO., 46,' 42.3 ,... 36.1 33.7 31.3
Premium Pmetr'llion 7OW. 78% '8% .... '9% .." "" "" 2... ,,% '''' 13%
AIJI~ PrmUum Sublcript~ 51.4 SO., 47.0 38.9 33.2 22.4 17.9 13.5 10.1 7.' '.7 '.1
% orTOlal Premium Subscriplions 81% 7.% .'" .'" ,... "" ,." "" 8% ... ." ,%
Subscriptions f Premium HOIotRhokI I." 1.67 1.61 LSO Lea 12' 11' 1.16 1.08 1.00 1.00 1.00
Premium Households 30.6 30.1 29.2 25.9 22.5 17.4 14.4 11.7 .,. 7,' ,., '.1
% Anllkl(! Cable PeMtmioJl '7% .'" '8% .... .... ,." "" 2'" ,.% "" '7% 13%

TOlal Cable Subscribers ".7 ".1 61.9 61.7 .... 65.6 66,0 66,' 66,' 67.3 67.7 68.1
Premium Penelr'llKm 79% 78% 83% .." "" 87% .'" 97% 101% ,- ,.... 110%
Cable PmTrium Sublcripti0n5 51.4 5003 51.5 51.6 ,... 57.1 .... ..2 '7.5 70.5 73.1 74.9
Subscriptioos! Premium HOUIehoid 1.68 1.67 I." 1.69 I." 1.88 I." 2.10 2.17 2.22 2.23 . 2.26
Pn'mium Hou~hold' ~O( ~O_l ~O," ~o < ~n < ~O4 ~O4 30J' 31 \ ~I ," 32,1: 33.:'

Premium Subscription BrQkdown

% Di(!:itaJ (DBS & Digitll C.ble) '9% 2'" '8% 53% ..% 78% .." 88" '2" 94" .." .,%
%Ana~ 81" 7.% '2% .'" ,." 22" ,... "" 8% ... ." ,%

E = Morgon StQn/~ Reuardr E$li"",,~

Smut:e: Company Dtna. Morson StDIt1~ Raeorch

Broadband Cable Televisi... - April oS. 1001
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Operating Forecast & Competitiva Analysis
We expm the premium networks to grow revenues 6~
7.0% annually from 1001 to 1007. From the cable and
DBS operators' perspective, this translates mto 6.5--7.0%
annual growth in premium programming costs. Our fore·
cast assumes 40/. annual growth in subscription units, c0u

pled with 2.5% growth in ",venue (progt1lmming costs for
the operators) per subscription unit. Reflecting an increase
in the number ofp",mium services per household. we ex
pect premium revenue (programming costs) per unique
pnomium subscriber to increase 3-4% per year through
2007.

We believe long-term ",venue growth could be further en
hanced by the commercial deployment of subscription video
on demand services. The addition of SVOD would likely
inc",ase ",venue per subscriber growth by 200 basis points,
which would boost aMual premium channel "'venue
growth to approximately 8-9%.

Fixed-cost leverage should allow allthnoe pnomium movie
providers to inc",ase EBITDA margins an average of50-60
basis points per year from 2002 to 2007, supporting 8-9%
annual EBITDA growth. While we eXJlCCl programming
costs to increase in line with revenues, we expect all three
providers to exert fixed-cost leverage over marketing and
SG&A costs. We believe the majority ofthe additional
revenue growth afforded by SVOD services should all fall
to the bottom line.

Revenue analysis. From 1996 to 2001. premium service
revenues inc"'ased at a 10--11% CAGR, in line with p",.
mium subscription growth. To date, the premium movie
services have sacrificed pricing power in an effon to grow
their subscriber bases. This strategy makes sense to us,
~lven the heip'htened fixed cost levera~e within the industry.
The primary operating costs within the industry - pro
gramming and SG&A - do not vary significantly with sub
scriber levels.

From 2002 to 2007, we expect premium industry reve
nue growth of6.S-7.0·1o, roughly 100 basis point. lbove
subscriber growth. We expect Starz Encore to lead the
group in terms of subscriber growth, since its low-cost mul

tiplex offering is best positioned to capture a greater share

ofthe inc"'mental digital video subscribers. HBO, which
has the largest subscriber base, should be able to exert the
highest pricing power in the industry.

Broadband Cable Television - April 5. ]00]
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As illustrated in Exhibit 57, we expect novenue per sub
scription unit to "'main ",lltively 00_ through 2007,
while we expect ",venue per unique subscriber to incrcaae
at a 2.5--3.0% CAGR. The diSCJellllllCY ",fleets an increase
in subscribers taking digital packages that include multiple
pnomium chsonels from caclt provider. ·In 2000 and 2001,
both novenue per subscription unit snd subscriber nomsined
",Iatively const8n1. We believe this reflects the pnomium
netWorks' decision to hold monthly wholesale fees st8ble to
better enable the ope....... to boost digital video penetration
through bundled discounting. Now tbat a critical base of
digital subscribers has been est8blished, we expect the p",.
mium·networksto pass through moderate (2-3%) aMUlI
price incresaes in their digil8\ psekag... We.believe our
pricing assumptions _ relatively conBerVMive, since all of
the pnomium nelwori<s have enhanced the breadth and depth
oftheir digil8l packages.

Exhibit 57

Pramlum Ra".nue Analysil

I_Mo. RnISub. Unil .1.40. Rn-1UII. Sublcriber I
$10.00 .r-'-:=============--
".00 .v------------=,.
".00 .v---------
$7.00 .v---.,,
".00
".00

".00
53.00

12.00

51.00
So

1996 1997 1991 1999 2000 2001 2002 2003 2004 2005 2006 2007

We have not reflected incremental revenue from subscrip
tion VOD services m our revenue forecast. We believe
SVOD could inc....se Innual ",venue growth an additionsl
150 basis points to 8-9"10. We estimate that the premium
service provider would gamer 50% ofthe incremental retail
",venue charged for SVOD, with the "'mainder captunod by
the cable operator.

Operating cost analysis. We estimate that programming

costs, including acquired film rights and originsl program·

ming, represent approximately 44-46% oftotal premium
network revenue. We expect this ratio to remain relatively
constlnl through 2007, based on our assumption that film
acquisition costs increase 6-8% per year. Assuming that
film acquisition costs increase in step with revenue growth,
the primary source ofoperating leverage we see for the
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premium providers is in spreading SG&A costs across a
greater revenue base. In addition, subscription VOD serv~

ices should enhance profitability by providing incremental
revenue without affecting film acquisition costs. (The ma
jority ofthe premium providers have signed long-term out
put deals with studios that allow for SVOD distribution.)

We estimate that the premium movie networks spend ap
proximately S4-<J million per first-run feature film. In gen
eral, these costs are capitalized and amortized over a three·
year period, with 70% ofthe costs expensed in the first year
upon delivery of the film by the studio, 20% in the second
year, and lOO!o in the third year.

Competitive analysis of premium television networks.
In our view, a comparison ofthe three premium televi"'"
networks could be a case study in Michael Porter"s emn-"

petitive Strategies. Differentiation - through price, qual
ity, or demographic focus - has allowed each of the net
works to grow its respeerive distribution hase while en
hancing operating profitability.

Exhibit 58

Premium Network Subscriber Forecast

40

35 _~M

30 --==::,:;:;~~::::~~~:""l_25 +--- - .....

20~~~~
15 +--.-- inemn

10 j - •• a -iMCIFLIX
5 ...........a

Source: Morgan Sumll')' Rrs«H'Ch

HBO: The differentiated industry leader. ]n our view,
HBO, the first premium movie service (introduced in 1972),
has continued to reinvent itself to be the "premium" pre
mium entertainment provider. We believe the company's
ability to differentiate itself from both other premium pro
viders and broadcast and cable networks has afforded HBO
a more inelastic demand curve than its competitors.

Over the past few years, HBO has transformed itself from a
premium movie and spons entertainment provider to more
of an outlet for original programming not available on

Broadband Cable Television - April S. 2002
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broadcast television. Since 1999, HBO has imroduced Sex
in the City, The Sopranos, Band ofBrothers, and most re
cently, Six Feet Under. This stnItegy has JIWid off, as HBO
has pushed its unique subscriber base up to 28 million in
2001 from 25 million in 1999.

While HBO's operating mal)lins are below that of Starz
Encore. the company's higher price point has lead to an
expansion in EBITDA mal)lins from approximately 24% in
1999 to 30""" in 2001. Furthermore, HBO's value is en
hanced through its ability to pass profil1lon to the Wamer
Brothers' 'filmed ent....imnenl division through long-term
film-output deals. We believe there are inherent advantages
in keeping the control'ofconIent in-houle' HBO is guaran
teed a constant flow of content witbout the pressure of con
tract renegotiations. In addition, HBO can coordinate its
marketing efTorta with Time Warner Cable and has in
creased COlIlI'OI over the availability of its conIent 011 'SVOD
services. In many markets, AOL Time Wamer caplUIeS

100""" of retail ftvenue from a premium subscriber through
the combination ofWamer Brothers filmed entertainment,
HBO, and Time Wamer Cable.

Starz Eneore: The eolt Iellder, Starz matltets itself as the
highest-value premium movie service targeted to the digital
video market. The company holds a tight reign on its oper
ating costs through headcount ofonly 500-600 employees
(compared to 1,500-1,600 at HBO) and minimal marketing
spending. As a result, Starz Encore boasts the highest
EBITDA margins in the industry, at 36% in 2001, compared
to 30""" at HBO and 20",," at Showtime. Reflective ofits
lean operating cost structure, Statz has demonstrated tre·
mendous fixed-cost leverage over the past five years,
growing EBITDA from a 575 million deficit in 1996 to a
positive 5313 million in 2001.

The company provides consumers with the value proposi
tion ofthe widest selection ofmultiplex channels that offer
a mix ofnew releases on its STARZ! platform and older
releases across its Encore channels. The network does not
develop original programming, but rather focuses on pr0

viding the widest array of new rel....s and classic films. In
an effon to keep film acquisition costs lower than its com
petitors, Starz accepts a large percentage ofits films in later
release windows on a non-exclusive hasis.

We estimate that on average, Statz Encore collects $4.00
4.20 per month in programming revenue per unique sub
scribing household. In terms of revenue per subscription
unit (i.e., Statz and Encore count as two subscription units),
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we estimate that StaTZ Encore generates $2.40-2.45 per
unit, compared to $5.2~5.25 for HBO and $2.7~2.75 for
Showtime.

On most cable and DBS systems, the Stan SuperPak of 12
digital premium channels is available for approximately $12
per month. Since the cable and satellite operators' pro
gramming costs for Statz is significantly lower than this
retail price, operators have an incentive to offer price dis
counts on Starz to, boost digital penetration leve)s.

Showtime: The focused differentiator. We believe that
for many years, Showtime fell in-between HBO and Stan
Encore, as a lower-cost alternative to HBO with firIt-nm
movies complemented by original series, without the same
value proposition as Stan Encore. Over the pur few years,
we believe Showtirne has broken out ofthis mold by being
a "focused differentiation" -11 provider ofprentium con
tent with a wide audience appe1ll, interspersed with pro
gramming tailored for specific target demographics.

The network's introduction of Queer as Folk, the first tele
vision series targeting the homosexual community. exempli
fies Showtimc's focus on a specific target audience. After
introducing the series in 2000, Showtirne's reported sub
scriber base increased 22% in 2000 and another II % in
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2001. In addition to ahemative lifestyle programming, the
nerwork boasts other series targeted at specific demograph
ics, including Soul Food, which centen< on a multi·
generational Afiican American family, and Resurrection
Blvd., the first English-language US series featuring the
Hispanic community. In addition, the SIIoWlime No LiJrIi/S
late-night progmmrning provides adult entertainment not
available on belie cable.

As an openoting busi..... ofV.iacom, Showtirne benefits
from ill relationship with Pamnount Studios in a W1Iy
similar to HBO and WamerBrothers. In llhort, the key is to
keep as much ofthe n:venue from the premium television
window in the fantily, whicb makes the perfOJ1llOllCe of the
film IlUdio significantly mon: important, in our view. If
Paramount Studioa produces strong box..,ffice performers,
it ahould Jeceive marginally higher progmmnting fees from
sister Showtime Networks, which in tum should have supe
rior progmmming to offer its subscribers. (A stnall portion
oflong-tenD output contracts varies, based on bolt office
performance, subject to a cap and floor.) Since film studios
are generally not profitable within the theatrical window,
we believe the ability to monetize films within a lister pre
mium movie service is essential to realizing a studio's in
vestment in feature films.
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Premium Network: Revenue Analysia
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Premium Network: Operating Cost Analysis
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